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NOTE 


Lakh is written as 1,00 ,000. 
Crore is written as 1,00,00,000., 
One rupee = 16 amnnas., 
One anna == 1l2 pies. 
One lakh of rupees = £. 7,500, 


One crore of rupees 8 £750,000. 
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CHAPTER I 


INTRODUCTION, 


The Great “War of 1939-45 brought about pnenomenal 
developments in Indien public finance. ° The changes in 
public expenditure, revenuc and debt during the var viere 

6 
not mere adjustments of a temporary character, to meet the 
emergent situation. They were not a passin phase in the 
course of events, but of fundamental and lastinc importance 
to the entire financial systeéme Arising out of ths 
pressure of circumstances, they marked a highly significant 
chanter in the financial developmont. The pre-var 
financial system and policy were radically altered during 
the war, and the ground vas prepared for ado,ting courses of 
action which had not been visualifed before. At the same 
time, problems vere crcated vhich would obetAre careful 
handling in the post-war ycarse The present study is an 
attempt to discuss the main var-time developments, examine 
their significance and assess their importance for the 
shaping of future financial stmucture and policy. The study 
will bring out in rvhaet respects pre-war dravbacks and 
deficiencies were rectified and what experiences the com- 


pelling forces during the war provided for determining posi- 


war lines of action. 
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The Indian financial yoar is from the first of April 
to the thirty-first of ilarche. Budget ostimates are 
presented to the legislature in February-iiarch, when the 
financial policy is laid Gon for the ensuing yeare. host 
of the financial and economic statistics are compiled vith 
reference to financial ycarse To discuss the var=-time 
developments, onc has therefore to take into account a 
period co-terminous with full financial years vvhilch vould 
include the entire duration of the were Accordingiy the 
study covers the poriod from the first of April 1937 to tne 
thirty-first of arch, 1946. 

The study covers both tlhe Contral anda the provincial 
fields. The Indian financial systom t.as foderal in 
character. Governmental functions and revenue resources 
vere distributed botreen the contre and the »nrovinces in 
accordange ith past experiences. Defence was the main 
function of the Central govern:ient and the‘var dirccetly 
effected its finances. The provincial finances vere also 
remarkably change@ by the war-time situation. To obtain a 
comprehensive accouist of the developments during the var, it 
is therefore necessary to treat the central and the 
provincial finances together. 

The implications of the war-time developments can be 
properly assessed only vith reference to the pre-var state 


of affairs. An account is therefore given of the 


financial system and the distribution of functions and re- 
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sources betwvocen the centre and the »rovinces, as they had 
been on the eve of the war. A broad survey of the system, 
its strongth and weakness and the general tendencies under- 
lying it shows the staje of development when the impact of 
the war vias facede wAzguinst this background, ve shall 
proceec to discuss the chanzjes brourht about by the ‘ar 
situation. ° 

Defonce expenditure had all elong been a heavy item 
in tho government budget. Ine colossal var ocntailed 
large miiitary expenditurce. Besides, India became a main 
base for carrying out operations in the eastern theatres 
of “ar. Indian resources had to meet a large port of the 
allies! war expenditure incurred in India. Any account of 
the war-time finances must give an estimate of the total 
war expenciture in relation to the resources of the 
country. It will be scen that the burden of this 
expenditure vas so heavy as to impose a great hardship on 
the people of India. 

A Jarge militery expenditure vas inevitable during 
the var. But of outstanding importance was aliso the de- 
velopment in civil expenditure, both in scale and in 
character. The volume of the civil expenditure of the 
govern-.ent of India as well as of the provincial 
expenditure reached very high levels. The situation 


demanded the extension of security services for internal 


purposes and increasing participation of the governments 
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in economic activities. The pre-var rigid division of 
functions between the centre and ithe provinces proved un- 
workable. The war-time experiences clearly demonstrated 
the need fof revision in the distribution of functions, co- 
ordination betvwoen the two layers of governments, and 
large-scale extension of goverfimental activities. 

The war painfully demonstrated the deficiencies in 
the Indian economy. The country was aroused to the veed 
‘for securing accelerated social and economic development 
after the ware. If a large-scale plan could bec operated 
for financing the war, it should be possible, it vas con- 
tended, to work out a planned development under peace-time 
conditions. The largex military expenditure made the 
government and the progressive segtions of the comunity 
think in terms of immense finencial magnitudes. Attempts 
were made to construct large-scale plans fore. post-war 
social and economic developmentis.e It will be shown in this 
study how, in the light of war-time experiences, tne 
financial policy of the government should be shaped to give 
effect to planned development. 

There was a large expansion in the revenue receipts of 
both the central and the provincial governments. This was 
due not only to increased taxation, but also the economic 
situation obtaining in the country. Of outstanding 


importance in this expansion of revenue vias the Change in 
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the relative importance of the main sources during the war. 
Customs and land revenue used to be by far the most important 
sources of revenue in the pre-v ar days. But during the war, 
their relative importance vias greatly reduced, and income tax 
anc excise duties came to occupy the top ranks. The policy 

of the government in the pre-war days used to be obsessed vith 
revenue considerations. Customs duties,ior instancc, Could 
not be adjusted wholly in the interest of the country ,becéause 
of their revenue importance. It was not considered possible 
to remove the anomalies in the assessment of land revenue on 
account of the same considerations. The war-time developments 
vere particularly significant in as much as they paved the way 
for adopting sound economic policies and rectifying obvious 
dravbacks in the revenue system. The important developments 
in both central and provincial taxation will be oxamined in this 
study to find out what positions of importance the various 
sources should occupy in the ,ost-var tax-structurtc. 

The government utilised its commercial undertakings during 
the war to secure larze revenues. This becume necessary to 
moet the increasin:: need Tor revenue to finance the war eXx- 
pen ituree Advantage tras taken of the monopolistic position 
to levy indirect taxation through these undertakings. The 
commercial enterprises of the government provide public utility 


Services and cannot therefore be considered as :i1ere revenue- 


producing concernS. In view of the stage of development they 
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have reached An India, it will be copetderod to what extent 
the eovernment can obtain revenue from them, eonsistently 
with broad national interests. a 

It used to be argued before the war that there was not 
scope for further taxation in India. It was further a long- 
standing complaint that the burden of taxation was inequitably 
distributed, in as much as the revenue system was based mainly 
on consumption taxes. The two issues were, to a certain 
extent, interdependent: The burden of taxation depends ,among 
other things, on how it is distributed. It is the heavier if 
it is not adjusted according to the capacity of the verious 
classes of tax-payers. The war-time developments clearly 
ghowed that there was scope for additional taxation. Pro=- 
gressive direct taxes were greatly increased during the wars 
An attempt is made in this study to show to what extent there 
was a shift in the burden of taxation from the economically 
weaker to the more effluent sections of the community. The 
ohenged policy adopted during the war opened the way for 
further ¢mprovements in distribution and for securing lerger 
sax revenue to finance sociel and economic development. 

The growth of revenue during the war oreated a major 
financial problem. The revenues of the central government 
expanded to a much greater extent than those of the provincial 


governments, which were entrusted with developmental functions, 
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The expansion of revenues accordingly raised the issue of 


¥ * 
redistribution of revenue resources and/or of ‘functions be- 


=¥ ° 


tween the central and the provincial governments. 
Reetification of inter-provinial inequaiity is a major 
problem in federal finance, Financial redistributions 
effected from time to time in India before the war aimed at 
reotifying the inequalities as fer as practicable, The 
unequal growth of revenues during the war made inequality 
exceedingly acute. The gulf between the backward end the 
affluent provinces bedame wider. The financial ellocation 
devised on the eve of the war beeame in c.nsequence highly 
antiquated. In this study, an attempt is made to find out 
in what ways the system of federal finance in India may be 
modified to rectify the inequalities and secure ea harmonious 
development, 

An untoward development of serious proportions was the 
heavy inflationary pressure generated during the war, This 
was due to the inelastioity of the Indian economy in the face 
of large-scale war demands and the method adopted in 
finanoing war expenditure in India, The belated attempts 
made by the government to arrest the inflationary pressure 
were inadequate, and the enormous rise in prices end cost of 
living entailed great hardship on the masses of the people. 
India narboured great inequalities and the distribution of 


income became even more inequitable at the end of the war 
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than in 1939.«: The legacy of inflationary pressure left 
by the war presents a major problem to be tae¢kled in the 
POs tImer years. 

+- Enormous wear expenditure created large incréases in 
the volumes of public ‘debt in almost all belligerent 
countries. But the burden of debt at she end of the war 
was relatively less in India than in many advanced 
countries. daAn examination of the size of her debt in re- 
lation to national income and government revenues will show 
that she was in a relatively favourable position to under- 
take further borrowing for finaneing :sehemes of post-war 
development. Of outstanding importance was the chenge in 
the cnareacter of Indiafg public debt. The war ଶହ ଛିଛପି a 
situation which made it possible to wipe out the entire 
external debt. Public opinion had all alpng been highly 
oritical of these foreign obligationszg, and India emerged 
out of the wer with no external enocumbranoceg. In fect 
she hed lerge acoumnmlations of sterling balances to her 
credit, The methods and techniques employed for raising 
loans during this war were significantly different from 
those during the first world wer. The policies adopted 
in Jndia for securing internel loans require careful 
examination. This will show whether the war-time policies 
should be continued, modifieé or improved upon in order to 
seoure loans to finande gooial end economic development in 


the post-war yeers,. 
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The war vas not an unmixed evil. It imposed seyere 
strain on India's resources and inflicted untold vrivations 
on her pneopls. But it brought about manifold improvements 
in the financial system and prepared the ground for further 
improvements. It impelled the government to reorientate 
its policy and paved the vay, for its active participation in 
securing the rapid development of the country. 

"British India” was partitioned in August, 1947, into 
two self-governing dominions -~ India and Pakistan. Almost 
all the former "Indian states” have now joined one or otner 
of the two dominioQnse In consequence of the partition ,fresh 
financial problems have been created owing to division of reé- 
sources, assets and debt liabilities, Demarcation of 
boundaries has, to a certain extent, altered the character of 
developmental schemes and financial position of the provinces. 
The financiel magnitudes in the two dominions separately (also, 
jointly, perticularly on account of the accession of the 
states) must necessarily become aifferent from those in British 
India at the end of the war. But even so, the war-time 
developments have fundamentally changed the financial system 
and policy for each of the two dominions. The lessons learnt 
during the war ere of great importance for them and the 
problems created during the period have to be tackled by both 
of them. The basic issues in the var-time financial develop- 
‘ment and the general principles underlying them are of equal 


importance for the two dominions. 
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np FEE FINANCIAL STRUCTURE 
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The #néian Financial system had ଶତେ federal in character 
by gine time the second world war broke out. “‘Miis had become 
A accomplished faot with the inauguration of provincial 
@utonomy in April, 1947, under the Government of India Act, 
1935, British India, under sthis new constitution, consisted 
of elevan Governors! provinces as autonomous units of ad- 
ministration. (1). These provinces exercised an exclusive 
authority of legislative and executive powers over a precisely 
defined sphere, broadly free from any interference by the 
Government of india. with the demarcation of powers and 
funotions, a statutory alloctation of financial resources was 
necesserily effected between the Government of India and the 
provinoial goverrments. Accordingly, as in other federa- - 
tions, the Courts were to determine whether any authority 
transgressed into the jurisdiction of another. This stage 
in the administrative struoture and financial relations was 
reached through a long period of evolution,and it is 
necessary. to have a bird's eye view of the process in order 
to appreciate the position as it was on the eve of the war 
and -to assess the developments brought about during the war 


period. 


I) The eleven Governors' provinces were ;- 


Madras, Bombay, Bengal, The United Provinces, The Punjab, 

Biher, The Central Provinces and Berar, Assam, North West 

Frontier Province, Orissa and Sind, 

There were some other minor ereas called Chief Coenmmigssioners' 

prorincor smn ion were administered by the Governor General 
hrough Chief Commissioners appointed by him in his discretion 
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Financial Relations Before tho lontford Reforms ;:- 


The Last India Company vas engaged in consolidating the 
Indian Empiree It ;as necessary to create a centralised 
structure to serve the paramount nolitical and military needs. 

9 
Administration and finance ,beinz subordinate to these problums, 
had therefore to be contralisgd.e British India,by an Act of 
1633, became “one sole grand power in denendance on Great 
Britain,havingz, undivided intcrost, a single exchequer, Con= 
trolled in all essentials anc general principles by one 
Government, the Governor General in Council". (2). There 
vias thus created a strict financial control over the whole of 
India,centred in the suprome ov ernment. The Government of 
India came to exercise sole control over the Indian revenues 
and as alone responsible for meeting all thc demands that 
could be made tnereone 

The inconveniences of such a ceniralised system of 
finance vere realised in tho decade folloving the transfer of 
the Govermnent of India to the Crovine The heavy financial 
strain on the central revenue resulted in accumulated deficits. 
The distribution of the revenue vas in the nature of a gamble, 
wherein the more vogal provinces vere able to secure larger 
shares. It was realised that unless the intcrest and Cco- 


operation of the provincial governments wero enlisted to 


economise their expenditure,there v.as no way of relieving the 


strain at the centre. The primary object of Lord Mayo's 
F-D Resolution: gA2-11-1843. guoted in Gyanchandats 
Essentials of Feéeral Finance, Pe32e 
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scheme of decentralisation in 1871 was to bring relief to the 
Imperial budget by creatin; economy and responsibility in the 
provinces. Under this scheme certain heads, of expenditure 
vere allocated to the provinces and lump sum grants were pro- 
vided by tne Central government for the purpose. This was a 
necessary and desirable step, but these arrangements did not 
go far enough. The collection of revenue vas done by the 
provinces,but they had little interest in fostering theme It 
vas necessary to stimulate them to improve the administration 
and the collection of revenue. Receipts from certain heads 
ere, therefore,subsequently made over to them with assignments 
to suvplement this income to cover their expenditure. These 
measures brought relief to the Imperial finance and created a 
certain emount of financial responsibility in the provincesSe 


An important landmark in the process of decentralisation 


° 
eo 


vas introduced in 1882. Instead of giving the vrovinces fixed 
grants to make gZood any excess of provincialised expenditure 
over the provincialised receipts,a certain proportion of some 
items of the Imperial revenue vias allotted to theme It vas 
intended* that the provincial governments should be given " a 
direct interest not only in the provincialised revenue, but 
also in the most important items of Imperial revenue raised 
within their own provinces". (3). Accordingly some sources 


pO ee OO OOOO TOTO OOOO OOOO OOO OOO OOOO OOO OOOO OOO TN 


(3). Financial Statement: 1882,Para.39. Quoted in 
C.N.Vakil's Financial Development in Modern India,l860- 
1924. Pe30. 
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were classed as Imperial heads and some others provincial, 
while the other items Comprising certain important branches 

of revenue,were made “divided heads", vihich ‘were shared 
detween the Imperial government and the »rovinces. This 
settlement was revised every five years, nen the revenues 

and expenditures of the different provinces were examined 

and the agreements accordingly revised with a view to ensuring 
to the Imperial Government a proper share in the improved 
revenues. These revisions caused a good deal of friction and 
bitterness between the centre and the provinces, particularly 
vith regard to the resumption of the provincial surpluses at 
the end of the period. Instead of securing financial 
stability in the provinces, these created instability and 
extravagance. Financial interests of the centre and the 
provinces could not be brought into unison and harmony e The 
settlement was therefore made quasi-permanent and then 
permanent in 1912, to give the provincial governments a more 
substantial and enduring interest in the management of their 
resources. 

In spite of the increased delegation of financial povers 
to the provincial governments, the control of the Government 
of India remained intact. "Until the introduction of the 
reforms", fthe power of the purse! rested in India mainly with 
the Central Government, as ‘decentralisation' had meant the 


decentralisation of administration rather than of power”. (4). 


OA OA OOD OO OOOO OOOO OOOO OOOO OOOO OOO OOO OOOO OOOO OOOO OOOO OO OOO 


(4) V.Anstey:; Economic Development of India (1936) P.369. 
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The authority of the Central Government vas extensive and 
complete. This vias due to the constitutional position vhich 
underwent little change up to 1919. The Government of India 
was responsible for the administration and revenues of India 
and was answerable to the British Perliament through the 
Secretary of State for the financial solvency of the whole 
country. Tnere ras therefore’ complete centralisation of 
authority at the centre, and nothing illustrated more clearly 
the supremacy of the Centre than the financial subordination 

of the provinces. Limited povrv'ers over finance vere given to 
the provinces for the sake of convenience, “but it was a matter 
of delegation and not a relinqguishment”. (5). The position 
can best be summarised in the viords of the Statutory Commission 
as follows :=- 

"All the revenues of British India vere vested in the 
Crown, and although there vere in course of time evolved quasi- 
permanent financial settlements between the ‘centre and the 
provincial governrents based upon the supposed"needs" of the 
respective provinces and carried out by dividing certain heads 
of revenue in arranged proportions, provincial expenditure, 
provincial taxation and provincial borrowing were all subject 
to central control, andi the spending powers of the provinciel 
governments could be exercised only subject to elaborate and 
voluminous codes of instructions issued by the Government of 
India". (6). 


5) P.dJ.Thomas: Growth of Federal Finance jin India. P.285. 
(6) Simon Commission Report.Vol.I. parae.1l29. 
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The System under the Montford Consiitution :- 


The iontagu-Chelmsford Reforms, introduced in 1921, 
brought in the first dose of a responsible pdrliamentary 
system into the domain of provincial administration. Ad- 
ministrative functions vere redistributed between the Centre 
and the provinces vithout any overlapping. Certain functions 
in the provincial sphere, mostly naetion-building in character, 
were transferred to the control of ministers, responsible to 
provincial legislatures with a majority of elected members, 
while the other functions including lav and order remained 
under the control of the official sections of the governments, 
with this form of limite@& provincial responsibility under the 
dyarchical constitution, tne financial arrangements had 
necessarily to be cnanged. “If popular principle is to have 
fair play at all", remarked the, joint authors in their report, 
"it is imperative that some means be found for securing to the 
provinces cntirely separate revenue resources". (7). The 
‘aivided heads! had been the ଜିତ of irritating central control 
and interference ,and their continuance was considered incon- 
sistent with responsible government in the provinces. This 
system could somehow work between two official governments, but 
it was considered unthinkable between a popular and an officdtal 


government. Divided heads had therefore to be completely done 
fe OOOO OOOO OOOO OOOO OOOO OOOO OOOO OO OOO OOOO OOOO OOOO OO Oe TOT 


(7) M/C Report - Cmd.9109. ~ Para. 109.. 
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away with. Accordingly with tne division of functions, a 
clean-cut division of resources vas effected betrveen the 
centre and the provinces. The main sources of income re- 
tained by the Central Government were the customs duties, 
income tax,salt tax and opium,and contributions from rail- 
ways and post and telegraph department. Land-revenue, 
excise on intoxicants ,irrigation receipts,forost,stamp and 
Tegistration fces became the principal sources of the 
provincial governments. Though the structure of the govern- 
ment remained unitary, "as regards the- allocation of revenues, 
the system vias completely federal ,and perhaps even more 
federal than in many federations". (8) This clean-cut allo- 
cation resulted in deficits in tlze central budzjet, and 
contributions were secured from the provincial governments 
to make good the deficits. These contributions became the 
source of a good deal of provincial discintent and viere 
ebolished with the improvement in the central revenues. 

The objective of assizning, independent sources of 
Tevenue vas carried to such an extent that it vas not con- 
sidered desirable even to make grants to the provinces. In 
spite,however,of clean-cut allocation,the central zovernment 
exercised control with regard to audit ,borrowing and allied 
matters. Provinces could borrow in India with the sanction 
of the Central Government and in England with that of the 
Secretary of State. Such control was inevitable at this 


particular stage in the evolution of provincial autonomy. 


(8) P.T.Thomas. Op. Citf. P. 323. re 
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The doctrine of clean-cut allocation became an article 
of faith and "it was assumed that the resources assiczned to 
the provinces gave them revenues “vhicn vere theirs by right 
and also that they should adjust their expenditure to them”. ($). 
The allocation of resources betreen the centro and the provinces 
was made mainly on considerations of administrative convenience 
or efficiency. It vas assumed that the resources which the 
provinces could efficiently administer must someho: be adequate 
for their needs. Ekxperience demonstrated that the assumption 
that there would be such a coincidence was unwarranted. with 
economic development and the growth of international trade, 
receipts from customs and income tax gradually expanded and 
commercial departments also became more remuneretivo. In the 
provincial sphere, any considerable increase in land revenue 
was unlikely and expansion in the éxcise on intoxicants was not 
considered desirable. The Qentral Government vas mainly in 
charge of defence and civil administration, ,whereas all the 
nation-building departments were entrusted to the provincial 
goverpnments. Although the provinces had rapidly expanding 
needs, the sources of revenue assigne@é to them were in- 
sufficient and showed no signs of adequate growth, vhereas the 
Central sources of revenue “hich had to meet comparatively 
stationary needs were expanding or capable of expansion. (10). 


OOD OOOO OOOO OOOO OOOO OOOO OOOO OOO OOOO OOO 


(9). Gyanchand: Essentials of Federal Finanee. P.86. 


For Note 10. (See next Page) 
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The clean-cut systom of allocation, simple as it vas 
without giving risc to any conflicts, could not meet the 
requirements. Such a division of functions and resources 

° 
is unworkable between various tax jurisdictioiSe Experience 
in other federations has shown that complete sefregation of 
resources is impracticable. It nas not been found feasible 
to devise a system in which the different revenue heads can 
be allocated cxclusively as betveen the federal government 
and the units in such a manner as to harmonise vith the 
functions entrusted to theme Mixed systems have accordingly 
been adopted in vhich certaln specified fiolds of taxation 
are concurrently utilised by both the authorities or the taxes 
are collected by one government and uw part of it assigned to 
the other. In spite of the insistence of the units con- 
stituting a federation on their financial independence, 
federal grants havc become corimon features, 


The Goverment of India Act, 1935, and +he 
Niemeyer Av:ard ;- 


Under the l:ontford reforms, only the first steps vere 
taken towards responsible government in the vrovinces, vhnich 
still continued to be under the administrative and legislative 
control of the Central Government. The Government of India 
Act of 1935 carried forward the logical evolution and granted 


amano ttmners rena eaoeaprerneeas aera emaeeaaaeteaeaerae anemone acai earr error ere 


(10) Simon Commission Report: Vol.II. Para.246. 
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provincial autonomy . ALL the functions of the provincial 
governments vere placed in the hands of ministers responsible 
to fully elected legislatures, though certain,special porvers 
Temained vousted in the Governors. The Act further provided 
for an all-India federation uniting these autonomous 
provinces and the Indian States. Full responsibility vas 
not to be granted in the federal government, and defence, 
foreign affiars, ecclesiastical aeffuirs and matters relating 
to tribal areas vere reserved for administration by the 
Governor General. A form of dyarchy, similar to that in the 
provinces under the Constitution of 1919, was contemplated in 
the federal government. Provincial autonomy was put into 
effect on the first of April, 1.37. The political set-up of 
the fedcral government, dravn up in the Act, met with 


opposition by the States as vell as‘ the different political 


° 
° 


parties in India. In the meantime war broke out and this 
part of the Act was formally suspended, 

The federal principle vas accepted in the Counstitution 
of 1935 and necessarily the financial scheme vias definitely 
federel in character. The »narticular part of the Act of 
1935, vhich provided for the political structure of the 
federal government was suspended, but the financial provisions 
of the Act vere put into effect, otherwise provincial autonomy 
would not have been practicable. Financial autonomy is the 
corner stone of responsible government and the essence of 


control by the legislature lies in the power of control over 


the purse. 
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To make autonomy real, it was necessary for the provinces 
to have not only indepcndent financial powers, but command 
over adequate resources to meet their growin ambitions and 
requirements, 

Under the Aontford Constitution, functions ore de- 
marcated betwcen the centre and the »rovinces, but there as 
administrative control from thc centre and the assent of the 
Governor General was necessary to make a »rovincial bill an 
ACTe The provincial governments exercised a devolved and not 
an ori;rrinal authori tye Under the Act of 1935, the demar- 
cation of functions became claborate and three socparate 
lecislative lists - federal, »rovincial, and coricurrent - vere 
embodied in the constitution. (11), The central government 
had no longer to cxercise any control or authority over the 
exclusively provincial sphere of dction, and in case of any 
conflict with regard to jurisdiction, thee Federal Court became 
the deciding authority, Thus a fundamental change in the 
character of the relutions between the centre and the 
provinces vas effected in this Constitution. 

During all the stages of discussion leading to the 
passing of the Government of India Act of 1935, it vias 
definitely realised that any clcan-cut di¥vksion of resources 
vould not be practicable. "The constitutional problem is 
simplified if it is possible to allocate separate fields of 
taxation to the two authorities,but the revenues derived 


from such a division even there it is practicable, may not 


(11) Seventh Schedule ,Government of India Act, 1935. 
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fit the economic and financial requirements of each 

party", (12). During the process of decentralisation, 

at first doles were given by the Centre to the provinces, 

and later contributions viere made by the brovinces to the 

Centre. These created troubles and conflicts; but their 
a 

abolition .:as no solutione The problem wes therefore to 

create a harmony in a complex, system, where the conflicts 

vould cease to arise. 

Accordingly, the Act of 1935 drew up a scheme of 
financial allocation which was in keeping with the con- 
stitutional position eno was calculated, as far as practic- 
able, to correspond broadly to the requirements of the 
governments concerned. The scheme brouchit up again ‘divided 
heads! in a different shape, whieh vould not create any 
problems of interferences. 

The Government of India as given tne pover of legisla= 
tion and eadministration .ith regard to a certain number of 
taxes,together with certain commercial undertakings, and the 
revenues from these resources formed a part of the central 
revenue. A similar list of resources was drawn up for the 
provincial governments. These were to be administerea by 
them and the receipts were entirely theirs. This group 
consisted of all the resources they had enjoyed under the 
Montford Constitution, with a number of new taxes added to 


theme There was a third group of taxes which could only be 
COO OOO OOO OOOO OOOO OOOO OOOO OO OOOO OOO OOOO OOOO OOOO OO OOOO OOOO OOOO GOO OOO OTN 


(12) Joint Parliamentary Committee Report (1934) 
Para .244. 
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efficiently edministered by the Central Covernment, but it was 
intended that the provinces should be able to participate in the 
yield. Accordingly, the Government of India vas given the 
authority of collection, with power to assign a snare or even 
the whole of the yielé to the provinces. (13). A fourth 
group consisted of certain taxese, meant for the jrovinces; 

but these were not suited for provincial administration. The 
Central Government was therefore to collect sugh taxes and 
aistribute the net receipts among the »rovinces in accordance 
“ith the principle to be laid down by the central legislature. 
The Central Government was, hnovever, given the rizht of im- 
posing surcharges for its ovn purposes. (14). 

Income tax under thc new constitution became a ‘alvided 
head !', forming a category by itself. Agricultural income 
was exempt from general income tax collected .by the Central 
Government, and the Act empowered the provincial governments 
to impose tages on such incomes ant retain the yield for 
themselves. Of tlie »roceeds from general income tax, such 
portions as were attributed to the chief commissioners! 
provinces or realised in respect cf central emoluments, 
formed a part of the central revenue, The balance was 


shared between the centre and the provinces. (15) 


(13) Government of India Act, 1935. Sec.140 
(14) Ibid. Sec.l37. 
(15) Ibid. Sec.l38. 
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A classiried list of the sources of revenue described 


above, as allocated beiveen the central and the provincial 


governments is given belo 


Sources of Revenue 


Import duties - (except salt). 
Corporation tax. 


Taxes on coepital valuc of asset 


exclusive of agriculturél land 
of individuais and Companies: 
Tax on cupitul of Companies, 
Railways. 

Lost and Telegraph, 

Cther commercial undertakings 
of the Government of Indie. 


Lend revenue. 

Taz on agrienltural income. 

Excise duties on :- 

a) sliecoholic liquors for 
Aumnan consumption 
b) Opium, Indien hemp and 

other narcotic drugs and 
nercotics; mnorn-narcoti¢ 
drugs. F 

Succession duties on agricul- 

tural land. 

Stamp duties other than those 

specified in (C) below. 

Forests and other provircial 

undertekingse 

Tax on sale of goods and ad- 

vertisements. 

Tax on luxuries (entertainMmea, 

gambling, etc.) 

Tax on professions, trades, 

callings and employments . 

Tax on buildings, hearths and 

windows. 

Cepitation taxes. 

Tax on animals and voats. 

‘Tax on vehicles. 

Tax on consumption of electri- 

city. 

Cesses on entry of goods to 

lo¢cel areas. 

Tolls. 


Coliectiing 
Authority 


) 


5S 
) 
) 
) 
) 
1 
) 
) 
) 
J 
) 
) 
) 
} 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 


) 
) 
) 
) 
) 
) 


1 


Contrael 
Governncnt. 


Provincial 
Governmonts. 


Allocation 


Central 
Government, 


Frovincial 
Governments. 
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Sources of novenue Collecting 
Bo ee CO eo Authority Allocation 


Duties on passengers and goods} 
carried on inland waterways, ) 
Fees in respect of items in ) 


the provincial list. } Provincial Provincial 
Govermionts, Governments 
Ce Fxport duties. ) ର Central, 
Salis duties. ) Central Gov- 
Excise duties (except those ) Central ernment may 
under (B) ). ¢ J)Government. assign a part 
or whole to 
Provinces, 
D. Succession duties ( exclud- ) 
ing those on agricultural ) 2 ୫ 4 Provincial, 
1ianda), ) 
Terminal taxes on goods and ) Central 
pussengers. ) Central Government 
Stemp duties in respect of ) Government“ may impose a 
certain Cormmcrciel papers. ) surcharge 
Texes on railway freights ) 
end fares. ) 
Income tax. ) Central Partly Central; 
) Government. Partly Provin- 
J < cial. 


The schome of allocation brought in for, tne Drovinces 
a share in the expanding sources of revenue. It was hoped 
thet the central legislature, in determining the principle 
of distribution among the brovinces, .ouid take ito account 
the hnermonious devclopincnt o the country as a “hole. Soon 
after tho inauguration of autonomy, orovinciel governments 
attompted to utilise some of the new sources of taxation, given 
to. them, to augment their revenues for meeting the growing 
nation-building expenditure. 


Under the iontford constitution, the residuary powers 


of taxation were vested in the Central Government; but the 
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new Consbitution left it to the Governor General to empower 
the Centre or the provinces, in his discretion, when any such 
case would arise. 

Financial autonomy could not be complete without in=- 
dependent powers of borrowing, §o long,&s this power vas con-= 
trolled strictly from above. Under the Act of 1935, ‘the 
vrovincial governments were empowered to borrow on the 
security of their revenues,but it was siill necessary to obtain 
the consent of the Government of India for borrowing from outi- 
side India. It was not possible for the Central Government to 
be relieved of this responsibility. 

It was fundamental for the success of the reforms to en- 
sure financial stability for the governments and the framers 
of the constitution were fully alive to this necessity. "It 
hag been recognised that at the inauguration of provincial 
autonomy ,each of the provinces should be sO equipped as to 
enjoy a reasonable prospect of maintaining financial equil- 
ibrium, and in particular,that the chronic state of deficit 
into which some of them have fallen should be brought to an 
enda™. (16). It was further necessary that on their autonomous 
cargers they were to be started on an ‘even keel!'. 

Sir Otto Niemeyer was appointed to conduct an enquiry with 
regard to any special assistance required by any of the pro= 
vinces and the time and method of distributing the provincial 
share of income tax. He submitted his report in April ,l936, 


pias ii SO en Ae 0 PPO CP eNO DOE ENDED DON SORE vm meaner re ee am one imines ieee ieee 
For Note 16. {See next Page). 
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and an Order in Council was issued in July, giving effect 
to his recomrendations. In determining the special 
assistance necessary for ihe provinces, Gir Ojto rightly 
kept the stability of the Contral finance continuously in 
mind. It goes without saying tnat this stability was 
fundamental and the entire administrative system, and even 
the success of brovinciel uutomomy was dependent on thise 
It was decided, efter Sir Otto's recommendations, that 
950 per conte of the income ‘tax revenuc, after deaucting 
vihat wus ettributable to the Chief Commissioners! provinces 
and to the central emoluments, was to be distributed among 
the provinces. It was anticipated that the centre would 
take Five years vo consolidate its position end should 
therefore retain "for a period of five years, in each year, 
the vwhole or such amount as, together with any goneral 
budget receipts from the railweys, will brias the Central 
Government's share in the divisible total up to 13 crores, 
whichever is less; and for a secoud period of five years, 
in the first yoer five-sixths of the sum, if any, retained 
in the last year of the first period, decreasing by a further 
sixth of that sum in each of the succeeding five years", (17) 


pO OP er OOOO OOOO OO AOD AO OOOO OO OOOO OOO OOO 


(16) Indian Financial Enquiry report. By Sir Otto 
Niemeyer, 1936. Cmad.5163. Pe4. 


(17) Cmd.5163. Op. Cit. Para.37. 
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The iinkingz of the railway contribution with the dis- 
tribution of income tax was necossar, for scouring stability 
in central finance. 

Conflicting principles were to be feced in the deter- 
mination of the sharocos to bo al.otted to the different 

e 
provinces. Sir Otto drew up his screme of aistributicn 
"partly on residence and purtlgy on popuiauiion, paying to 
neither fector e rigidly pedantic deferernce™, (18). The 


distribution was accordingly decided as foilows :- 
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After considering the financial position and pro- 
spects of the provincial governments, Sir Otto recommended 
three methods of assistance to the needy provinces anda 
these were accepted in toto. 

(1) All the pre-reform debts of Bengal, Bihar, Assam, 
North-liest frontier Province and Crissa were cancelled. In 
the case of the Central Provinces, ef the pre-reform deficit 
debts together with about 2 crores of the debt since before 


1921 viere cancelled. 
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(18) Ibide Para.34. 
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{z£) The Act of 1935 provided for the transfer 
of at least 50 per cent of the export auby on jute to 
tne jutoe-growing provinces and tnis percentafte was in- 
creased to 82}. It was rightly observed that this 
provincial share in the jute export duty was granted not 
because the provinces concerned had any special exclusive 
claim to this duty, but because this was a method of 
essistence to meot their needs. (19). 

(3) In addition, iu view of the special circum- 
stences,tne following provinces were to be given annual 


£5 ± 


cash subventions by the Covernment of Incia 


United Provinces 25 lakhs of Rs. (for 5 years) 
Assam BO i? 1! nH 
Orissa 40 il tt it 
Nei oF. 1590 hi n r (to be recon- 
sidered after 
5 years) 
SiN. eceeceove 109 1 i " (to be reauced 


by stages 
after 10 years) 


All the provinces expressed their dissatisfaction 
with the Niemeyer Award, but no scheme could ever satisfy 
therm all. There might have been room for improvement in 
the distribution off the assistance as between one province 
and another, but with necessary regard to the central 
finances, no further tolal assistance could be afforded. 
tnder this scheme, provincial revenues consisted of (a) the 
resources they administered , (b) the share they got in 

Ibid. Parae22. 
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certain central sources, includinz income tax, (c) the 
proceeds of certain taxes to be collected for them by 

the Central Government and (dad) direct grants from the 
Government of India. It was no longer correct to say 
that ull the erxpandingi sources belonfted to the Central 
Government, since the brovinces were given poser to levy 
certain new taxes and to shatreesoms of the existing ex- 
pandjng sources of revenust. Further’, the expenses of the 
Government of india could no lounger be considered as 
stationary, because, besides defence and general adminis- 
tretion, they wore rencering increasing assistance to the 
nation-building activities of the nrovinceS, C.Ze, by 
crganising co-ordination and research. All the same, under 
the constitution of 19235, they parted witn some of tneir 
income, ™hich had formea »art of tite central revenue under 
the Montforda syste Under the circumstances it was not 
practicable to go beyond this, hecause the importance of 
stability and adequacy in the central finances nad to Te- 


ceive due consideration. 


Legislative Control. 


Under a responsible system of government the legis- 
ilature exercises ultimate financial control over the 
executive. In fact, the most efficient means of making 
the government responsible is through such control over the 


purse. At the particular stage of the evolution of 
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responsible government, in India, one should not expect 
to find the same amount of legislative control over 
finance as in full-fledged responsible systems. It vas 
nocessurily limited by the extent of responsibility ‘so 
far introduced. ° 

The financial statement in wu modern form vias introduced 
in India by wilson in 1860. But until 1892 it was not 
obligatory even to present a budget and the legislature had 
no novwer to discuss it. The Act of 189% empovered the 
Legisletive Council to discuss the budget, but no member 
had the right to move a motion or ‘divide! the Council on 
it. fhe Courcil itself, it must be rome” bered, was so far 
a body composed of nominated members only. 

The Morley-hinto reforms in 1909 introduced a certain 
elective element in the central.and tne provincial legis= 
letures. Certain items in revenuo ana expenditure vere 
classed as open to discussion. The Indien ‘Legislative 
Coun¢il. could discuss the estimates comings under these 
items, and members had the right of moving resolutions and 
dividing on the issues raised in conngctioun there ithe 
This mostly afforded an opportunity to the elected members 
to express their opinions, since resolutions were only re- 
commendations, which the executive might accept or reject, 

The position of the provincial legislatures was 


similar except that the provincial executive had restricted 
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porers, since the whole of India had only one budget. 
Provincial governments received grants and their budgets 
were merely parts of’ the central budget. 

When the Alontford reforms introduced the first instal- 
ment of responsible government in the provinces, there was 
the consequential change in tiie financial powers of the 
provincial legislatures. Demands for appropriations of 
revenue with regard to certain items vere submitted to the 
vote of the Council. Froposals relating to debt charges, 
expenditure prescribed by law and the salaries and pensions 
of certain high officials were not subject to the vote of 
the legislature. (20). These non-votable items viere a 
small portion, constituting 22 per cent of the total pro- 
vincial expenditure. (21). But though all the other pro- 
posals were votablc, the vote oP GK Council vas not 
necessarily binding. If a demand for a grant relating to 
a reserved department was refused or rejected, the 
Governor had the pover to certify that the expenditure was 
essential for the discharge of his responsibility, in which 
case action was taken as though the money had been vote. (22) 


npreaererenrreraraeeaer eae aenererenemaeeretearereeaaeeeaeeraeneraremar erento anaemia 


(206) Government of India Act, 1919: Sec. 72 D(3) 

(21) The percentage has been calculated from the 
accounts for the year 1922-23. The proportion 
of the non-voted to the total expenditure be- 
came less with the abolition of provincial con- 
tribution. 

(22) Government of India Act, 1919: Sec. 72 D (2.a). 
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In the case of a department trassferréed to the oharge of a 
minister, if fhe Council declined to a grant, the money 
could not lawfully be paid. But in cases of. <emergency, the 
Governor hed the power to authorise the expenditure for the 
safety and tranquillity of the province oy for carrying on 
any department. (23). The Governor had also the power of 
certifying the passacze of the éntire finance bill. Thus 

the financial powers of the Provincial Councils were striotly 
oirocumsoribed, but nevertheless over the transferred depart- 
ments control was fairly effective. 

With the introduotien of provinesiel autonomy, the ministry 
being fully respogsible to the legislature, the financial 
control by the legislature became real and effective, The 
annual financial statement wes presentéd to the legislature 
and there was a general digcussion, as before, on this state- 
ment, Except a certain amount of expenditure whioh was 
charged on the revenues of the provinces (24), all the other 
items of expenditure were submitted to the Legislative Assembly 
2B. 

° €0. 2.9.o 
24) Government of India Agt, 1935: Sec. 78 (3) 
The following expenditure was charged on the revenues of the 
province :- 

"(a) The salary and allowances of the Governor and other 
expenditure relating to his office for which no provision is 
required to be made by Order in Council; 

({b) debt cherges for which the province is liable, in- 
cluding interest, sinking fund cherges and redemption charges 
and other expenditure relating to the raising of loans and 
the service and redemption of debt; 

(oc) the salaries and allowances of ministers, and of the 


advocate~-generel. 
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in the form of demands for rant The charged ex- 

penditure constituted only 22 .per cent.of.the entire pros 
vinciel Legislature (26) , ana the legislature:hed the power 

of discussing all such items, except the salary end aliow- 

ences of the Governor. further, if the, Assembly refused to 
assent to any demand for a grant or assented to a. reduced 
eéemount, the Governor had the power to restore the grant ,only 

ir it 4frected "the due discharge of any of his special re- 
sponsibilities". (27). This corresponded to the power of 
certification under the Constitution of l@1l9, but under eautonomy 
the sphere was very limited and the special responsibilities of 
the Governor were specifigelly defined in the Act. The Act 
further provided that e@ Bill.for imposing or increasing any tax, 
regulating the borrowing of money or declaring eny expenditure 
to be charged on the revenues of the province had to obtain ‘the 


recommendations of the Governar before being introduced. (£28). 


(24) (Contd)... (d) expenditure in respect of the salaries 
and allowances of judges of any High Court; 
{e) expenditure connected with the administration of 
areas which are for the time being excluded areas; 
({(f) any sums required to satisfy eany judgment decree or 
award of any Court or arbitral tribunal; 
(g) any other expenditure declared by this Act or any 
Act of the. Provinoial Legislature to be so Charged”, 
(25) In six df the provinces, there were upper chambers, 
called Legislative Councgilgs Demands for grants were 
not submitted to the vote of the Councils. 


(26) Provincial budgets for 1937-38 
(27) Government of India Act, 1935: Seo.80 (1) Proviso. 
(28) Ibid. Sec. 82 (1). 
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The recommendation was, of Course, not likely to be witheld 
except in quite exceptional circumstances. In eny case, 
this provision did not prescribe any special restriction on 
the powers of the legislature, since all Bills vassed by it 
required the assent of the Governor to gecome Acts. Thus 
the Provincial Legislature, under tne Constitution of 1935, 
had vide ané effective povers in matters of finance. 

The structure of the central executive and the legis- 
lature under the reformed constitution continued to be what 
i“ had been under the Act of 1919. On account of the post- 
ponement of federation, the old arrangement vas allowed to 
operate during the transition. (29) The members of the 
Lxecutive Council of the Governor General were appointed by 
His Majesty and vere not responsible to the Indian ZLegis- 
laturee The legislature therefpre did not exercise any con- 
trol over the Government of India. In fect, the Hontford 
scheme aimed at enlarging the legislature, waking it more 
representative and affording it incrcasing opportunities for 
influencing the Government. 

The financial powers of: the Indian Legislatures were 
strictly limited. In course of the general discussion, the 
legislature had the opportunity of criticising the financial 
policy of the government, but it had no effective voice in 
authorising expenditure. Proposals for appropriation of 
revenue relating to certain major items of expenditure vere 


not submitted to the vote of the legislature, nor were they 


Ninth Schedule, 
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even open for discussion, unless the Governor General 
otherwise directed. (30) Discussion on some of them, 
Cee . CxXxpenditure on defence was allorvéQe These non- 
votabdle items of expenditure constituted 54 ner cent of 


the total expenditure of the Central Government and the 


© 


legislature had no voice on theme (31). 


OO OO ODO ~ SE CO CO OOOO ODN 
{30) The following; items were non-voteble ;- 


(i) Interest and simnki.ig fund charges on loans; and 

(11) expenditure of vhich the amount is prescribed by 
or under any law; and 

(iii) salaries (including in the case of the Governor 
Goneral sums payable on his account in respect of his 
office) and pensions payable to or to the dependants of =- 


(a) persons appointed by or vith the approval of 
His Majesty; 

(b) Chief Commissioners and Judicial Commissioners; and 
(iv) any grant for purposes connected with the admini- 
stration of any areas in a province which are for the time 

bein,, excluded areas; and °. 

(v) sums payable to His ilajesty under the Government of 
India Act, 1935, in respect of the expenses of His Majesty‘ 
incurred in discharging the functions of the Crown in 
relation to Inrdjan States; and 

(vi) expenditure classified by the order’ of the Governor 
General-in-Council as - 


(a) ecclesiastical; 
(b) external affairs; 
(Cc) defence; or 
(a) relating to tribel areas; and 
(vii) Expenditure of the Governor General in disharg- 
ing his functions as respects matters with respect to which 
he is required by the provisions of the Government of India 
Act, 1935, for the time being in force to act in his dis=- 
crotion; amd 
(viii) any other expenditure declared by the Government 
of India Act, 1935, for the time being in force to be 
charged on the revenues of the Federation", 
Govt.of India Act, 1935; Ninth Schedule.Sec.67 A(3). 


(31) Budget for 1938-39 ,calculated with the working ex- 
penditure on railway ,P. and T.,and irrigation included in 
the expenditure. 
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The votable items vere, no doubt, subject to the vote of 
the Legislative Assembly, (32) but if the Governor General 
declared that he vas satisffed that the demand which had 
been refused by the Assembly was essential to the ¢iscnarge 
of his resvonsibilities, 1t became operative, as if the 
Assembly had assented to the grant. (53). Further azain, 
in cases of emergency, the Governor Gencral could authorise 
such exvenditure as might pe necessary for the safety und 
tranquillity of British India or any nart thereof. (34) 

It is thus evident that ithe legislature did not 
exercise any control over the executive in matters of 
finance. This was inevitable, considering the consti- 
tutional status of tne government. Power to refuse a grunt 
necessarily »paralyses the Government. "In the hands of a 
legislature vhich practically chooses its own executive, 
such novwer is natural and apnnropriatoc. It affords a con= 
venient and very effective means of makinc Government con- 
form to the “ishes of the Assembly, eee. but so long as 
the executive remains nominated and _rremovable, it must 
be in a position to secure the money necessary for its 
essontial purposes". (35) The Legislature hed thus only 
the pover of criticism, vhich had a certain effect as a 
check but not as a control. In the circumstances, the 

32) The Council of State (the Upper House) had no power 


in this rTegarde 
(335) Act f 1935: Ninth Schedule. Sec.67 A (7) 


(34) Ibid. Sec.67 A(¢8) 
(35) M/C Report -— Para.165. 
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voting of a demand vas of little sicnificance and 
erjiticism used to be sometimes extravagant. 

The legislature, of course, influenced the policy of 
the government in an indirect manner. Cut motions were 
moved to elicit information, to discredit the government 
and sometimes to express the desire for economy in any 
particular items of expenditure. These were often re- 
flected in the financial policy of the Government. 
Besides, there were other indirect ways of influencing 
government policy. The Standing Finance Comnittes of the 
Legislative Assembly, composed of an elected majority, 
examined proposals for nev expenditure. This vas merely 
an advisory body, but the executive rarely ignored its 
advice. The Public Accounts Committee, similarly con- 
stituted, s¢iutinised the anmal report of the Auditor- 
General to satisfy itself that the money voted by the 
Assembly had been spent within the scope 6f the demand. 
The Government of India was not a responsible government, 


but all these devices made it responsive to the Legis- 


lature. 
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CHAPTER III 


TB PRE VAR FINANCIAL POSITION 


It is only a firm foundation which can stand & Meavy 
structure, Stable and sound finances can face a Crisis 
with fortitude, When a major war is to be fouzht, a country 
cannot stand it lonz, if its financial position is already 
weak and shaky. The severe Strain in that case produces 
utter confusion and cnaos.e If, on the other hand, the 
finances are viell organised and placed on a strong footing, 
developments to mcet the grave emergency can proceed on 
sound lines. To appreciate the effect of the Great var on 
the Indian public finance, it is necossary, therefore, to 
examine the situation as 1t vas, before the global ar broke 
out in September, 1939. 

A brief reviev of the development of the finances since 
the introduction of the fiontagu¢-Chelmsfofd reforms is 
essential for the proper understandinz; of’ the pre-war 
position. This will bring out the significant features and 
problems, indicate the broad tendencies and show how situat- 
ions vere tackled from time to time. Indian economy had 
been intimately linked with the world economic forces, and, 
therefore, besides the purely local factors, like the 
vicissitudes of monsoons, her finances were necessarily 
affected by the international economic fluctuations. Not 


long after the first world war, there was a short economic 
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recession follovied by a period of recovery and improvocoment. 
The great depression of the thirties brought about a serious 
setback and tovards 1935-36, a slow and gradaal upvard pro= 
Cess became discernible. These fluctuations were vividly 
reflected in thc course of Indian public finance, which had 
four distinct stares corresponding to these four periods. 
Tablc 1 gives the revenue ande expenditure of the Government 
of India since the introduction of the ixontford Reforms till 
the outbreak of var, viherein these four stages are clearly 
marked out. A major feature in the provincial finances 
throughout the period .as inadequacy of revenue receints to 
finance the groving requirements, but even so, the four 
nhases, as vill be seen from Table 3, are distinctly notice- 
avle in their finances. A broad survey of the reactions 
and adjustments during, these phasés will brinz out the 
specific features regarding the strength and veakness of the 
financial structure, It will also iidicate the lines of 
action appropriate under Indian conditions for meeting the 


major crises created by the second vvorld var. 
Post-war recession = 1921-2 to 1922 -35. 


The Montford reforms vere introdmced vwhen the Indien 
public finance was still saddled with the legacies of the 
first great ware The high price level called for an in- 
crease in salaries and other public exponditure which 


necessitated additional taxation. Public revenue vias, 
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however, growing and it was expected that ihe additional 
demand r:ould easily be met, but the short trade boom 
passed rapidly av:ay leavinz behind the gloom of a depression. 

India's export trade tras severely affected duce to the 
collapse of purchasing power in Europe. Her normal favour- 
able balance was converted to a large ଛଥଞ of imports over 
exports. (1). uith the shrinkate of external market, the 
purchasing pover of tho people declined, and consequontly 
the revenue of the Government. On the other hand, the 
military expenditure, instead of diminishing, vas even higher 
than it had bocen during the var, on account mainly of 
frontier expeditions. (2) Further difficulties arose due to 
the precipitous fall in the sterling value of the rupee, 
“hich tremendously increased the hore charges. The con- 
struction of New Delhi added to tha public debt of India and 
consequently there vas an increase in the annual debt 
charges. 

° 

The Covernment of India had unbalanced budgets during 
the three succesive years before 1921-2, with accumulated 
deficits to the extent of 56 crores of rupesgS. The first 
tvo years under the reforms resulted in a further deficit of 
49 crores. 


pO 90 DD ee DOO OOOO ODO OOOO OO OOOO OOO OOOO OOo ee 


(1) The unfavourable balance vias Rs.S89 crores in 1920-1, 
and Rs.46 crores in 1921-2 


(2) Military expenditures :- 1917 43.6 crores of Rs. 


1918 .. 66.7 = Go - 
1919 .. 87.0 = ଘିଠ - 
1920 .. 87.4 ଥି 
1921 eo 69.8 —_— aଠ ee 
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These heavy deficits and the increased public debts 
presented an exceedingly serious problem and affected 
adversely the credit of India. 

Measures had t~ be devised to meet this serious situa- 
tione Attention was first turned to the customs dutiesSe 
The general ad valorem import duty vas successively in- 
creased from 7; per cent to 11 Sn 1921-22 and then to 15 
in the following year. This vas done solely for the sake 
of revenue, since nrotection as a fiscal policy vas not 
adopted until a year later. Special duties at higher 
rates vere also imposed on some articles of luxury and 
certain other Ccoimodities. The response tas appreciable 
and the net customs revenue increased from 31 crores of 
rupees in 1920-21 to 41 crores in 1922-23. The rates of 
income tax and supertax vere also raised; but this did not 
result in any increase over the vrevious fifures of revenue 
from this source. This is clearly seen in Table 2, which 
gives the revenue of the central government from the 
principal sources from 1921-2 to 1938-39. The war-time 
higher rates of income tax increased the yield during and 
after the var from 3 crores in 1913-14 to 20.7 crores in 
1920-21. But the yield in 1922-23 fell to less than 18 
CroreSse. The high profits arising out of the war conditions 
and the post-war boom did not exist any longer to improve 


the yield from income tax. 
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The additional revenue obtained by these measures did 
not suffice. It vas essential to curtail the expenditure 
for balancing: the budget. The Retrenchment Committee 
under the Chairmanship of Lord Inchcape (1922-23) recomm- 
ended drastic reductions in both civil and military ex- 
nenditure, most of which vere adopted by the Govermnent. 
Even then the Zap could not be bridged and the only course 
left vas to increase the salt duty. The Legislative 
Assembly rejected this proposal, and the Goverfior Gocneral 
by exercising his power of certification doubled the sult 
duty. (3) This brought in a revenue of about 10 crores 
in 192.-24, as compared vith a little more than 5 crores 
in tc nrevious year. (4) Thus the Government of India 
had to increase ell its major taxes to meet the difficult 
situatione 

The provincial finances vere equilly badly strained. 
The Meston Committee (5) estimated that after baying the 
contributions to the central government, the provinces 
would have in 1921-22 an increased spending power of 867 
lakhs. But actually, excepting Burma, every province 
had deficits in that year, and taking all the provinces to- 


gether, the deficits amounted to 873 lakhs. 


DDD OD ae OO OOOO OOO OOOO OOOO OO OOOO OOOO 


(3) From 1-4 as. per maund to Rs. 2-8 as. 

(4) See Table 2. 

(5) The Financial relations Committee, 1920, under 
the chairmanship of Lord Meston,. 
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Apart from tne general effects of the recession, failure 
of monsoons in certain arcas affected land revenue 
collections, anda political propaganda anaes alcoholic 
drinks reduced the excise revenue. Along vith economy in 
expenditure, most provinces had recourse to increased 
rates of excise duties, court fees, stamp duties, and 

° 
recsistration fees. (6) Unable to balance their budget in 
spite of all this, the provincial governments fulminated 
against the financial distribution aud, in narticular, the 


provincial contributions. 
Rocovery and Progress: 1925-3 to 1929-30 


The retrenctiment and the additional taxation by the 
Government of India fulfilled tne desired object and the 
year 1923-24 resulted in a surplus of more than 2 Crorese. 
Indian harvests vere good, the European market looked up 
and there was rapid improvement in the economic cond itione 
India's favourable balance of trade vas again restored. 
ith the revival of trade, the revenue position of the 
Government of India greatly improved. The financial 
position became sound and secure, and there was a succession 
of surplus budgets. (7) 
omer eran neonate emer rae 


(6) Simon Commission Report. Vol.ଗl. P.353. 
(7) Vide Table 1. 
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It could then be possible to reduce to a certain extent 
the increased burden of taxation imposed during the pre¥ious 
period. The first opportunity was utilised to bring don 
the salt duty to its old level in deference to tne desire of 
the Legislative Assembly. (8) The cotton excise duty vwhich 
had all along been strongly resented was abolished in 1926. 
The export duty on tea vas also taken off. It further be=- 
came possible to reduce the import duty on motor cars and 
accessories to encourasze motor transport and abolish the 
duty on machinery to assist industrialisation. 

Since the introduction of the Montford reforms, the pro- 
vincial contributions were bitterly criticised. These 
Created a good deal of bickering and poisoned the relations 
between the centre wm the provinces. ’rovincial budgets 
vere adversely affected by the depression. with the im- 
proved finances of the central government, these contribut- 
ions were reduced by stages and wiped out in 1927-28. 

The tax remissions and the abolition of provincial Con= 
tributions entailed a sacrifice of about 13 crores of rupees 
on the central budget. The revenue position continued to 
be encouraging end the different sources tended to fili ‘the 
gap. 

The main increase was secured in the customs revenue ,and 
judging from the trend of developments, a much further 


(8) In 1924-5 the Legislative Assembly did not agree to a 


partial reduction in the provincial contributions and a lower= 
ing of the Salt duty from Rs.2-8-0 to Rs.2=0-0 per maund, 
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increase was anticipated from this sourceée The prod- 
votive assets of the Government were enormously incroased 
in proportion to the loan liabilities incurrede The 
leadership of Sir Basil Blackett, the then Finance member, 
and the improvements in the general economic conditions 
made possible all these achievements, and secured financial 
stability, This state of affairs continued undisturbed 
till the great depression upset the position again. (9) 
"hen one looks back over the past six years", remarked Sir 
George Schuster, the Winance member in 1929, "one cannot 
fail to be struck by the great inherent strength exhibited 
in the position". (10) He expressed his conviction that 
"the financial position of the country is fundamentally 
sound and that there can be no country in the viorld vhich 


has better securities to offer for its loans." (11) 


rere tater apie iatt~ 


{9) The deficits in 1927-8 and 1928-9 wert not really 
deficits, since larger amounts vere provided for the 
reduction or avoidance of debt. Further, due to 
the estimated surplus én the budget, the provincial 
contributions were abolished “ith the expectation 
that the normal growth of revenue would make it upe 
The gap left by this abolition vas not filled up 
during this two-year! time 


(10) Budget speech, 1929-30, Para. 96. 
(11) Ibid. 
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“ith the economic recovery there was improvement in 
the provincial finances as well. Increased receipts were 
Tealised from excise and stamp duties, the two important 
provincial sources next to land revenue. (12) Substantial 
relief vas obtained by the abolition of the provincial con- 
tributions, but it accrued only to those provinces vhich 
had borne the major »art of the contributions. Innis re- 
sulted in a good deal of provincial inequalities. The 
provinces on the whole vere able to balance tneir budgets. 
But they could not expand the "nation-building! services, on 
account of the comparative inelasticity of their revenue re- 


SOUTCEeSe 
The Depression of the Thirties. 


The Simon Commission in 1930 looked forward to a 
further improvement in the finances of the Government of 
India. It vas anticipated that the upvard movement in the 
customs revenue vould continue and the commercial under=- 
takings would prove more and more lucrative with the general 
economic improvement. But these expectations were not ful- 
filled. Following; the wall Street collapse in October ,1929, 
the downward movement spread to other countries. The de- 
pression deepened at an accelerated rate in 1930 and con- 


ditions became progressively worse as the year advanced, 
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(12) See Table 4. 
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Although India was severely hit from the very begicning, 
conditions at first were not considered to be serious end 
the uufortunate phase vas expected to pass quickly. (13) 
Even while presenting the budget in February, 19351, the 
Finance member, Sir George Schuster, vas not pessimistic at 
all. "The time", he remarked confidently, "has not yet come 
for panic measures oY desperate experiments. (14). But con- 
ditions rapidly deteriorated and beceme atarming in course of 
a foe: months thercaftere. 

The slump affected seriously the external trade of India. 
The fall in bhe exports vwas much more serious than the re- 
duction in the import trade. The following figures show the 


extent of deterioration in the position 


* Imports BXpoTrts 


eerie comma gta ape migece meee gee ge pantera rs rere wtp ceria omg rr retreatment meetin actinic reemiae EN 
+ (Rs. Crores) (Rs. crores) 


Average of 10 years ending 


Merch, 1930. 242 326 
1930 - 31 163 226 
19531 - 32 125 160 
1932 - 33 132 156 


Imports did not fall quite in the same proportion as ex- 
ports of merchandise oving to the well-known fact that private 
gold exports gave India a supplementary external purchasing 
power. The Customs revenue had been the mainstay of the 


@entral government since the introduction of Montford re- 


formse 
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(13) Budget speech, 1930-31: Para.lil. 
(14) Budget speech, 1931-32: Para.5. 
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The heavy fells in the external trade accordingly affected 
the central revonues seriously. It was estimated in 
September 1931, that the revenue from customs vould have 
been reduced by as much as 10 crores of rupees. 

The general price level fell by about 46 ner cent. 
between 1929 and 1932. (15) The annual profits of 
companies and registered firms in India which averazed over 
53 crores a ycar in the cight years ending March, 1930,fe1l1l 
to less than 29 crores in 1932-33. (16) This inevitably 
affected the yield from income tax, ithe second important 
suurce of the central goverment. 

The commercial undertakings of the Government ex- 
perienced a severe setback. Since the separation of the 
railvay budget from the general budget in 1924-25 till the 
depression set in, the railvays.used to make on the average 
an annual contribution of 6 crores of rupees to the general 
revenue. (17). No contribution whatsoever became possible 
after 1932-33 for a considerable period. 

All this created a heavy deficit in the central budget. 
kMiinor measures of taxation adopted in the usual course of 
affairs could not possibly keep pace with the rapid fall in 
revenue. When this developed into a major financial crisis, 


omnes ees eeaearv eames eae Eee area AIOE Oem eeees oe 


(15) Calcutta Wholesale Index: (1914100) 
1929 October - 143 1932 June - 87 

(16) Budget speech: 1934-35; ZPara.3 

(17) Vide Table 2. 
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Government camc forward vith a supplementary budget in 
September 1931 to handle the situation with bold and 
determined measures. 

The lines of action adopted to face the crisis were 
threefold. A retrenchment Committee vias appointed in 
193531 and the central goverment carrieé out 90 per cent. 
of the economies suggested. The defence budget, for 
instance, was reduced from 54.3 crores in 1930-31 to 46.7 
crores two years after. Reduction in expenditure vas 
effected by economical organisation of the different departi- 
mcnts and by reduction of certain activities during the 
period. A second measure of economy was a 10 per cent cut 
in the salaries of all officers drawing nore than Bs.40 a 
monthe The Governor General imposed on kimself a cut of 
20 per cent. and tne members of his Executive Council 
surrendered 15 per cent. of their salaries. 

The tnird and most important line of action was with 
regard to fresh taxation. A temporary surcharge of 257 
was imposed on all existing taxes. Export duties were, of 
course, exempted from this surcharge, otherwise it vould have 
been suicidal during the period of a slump. Fresh anda 
additional taxes were also introduced in the tax system.e In 
the case of income tax, the exemption limit vas reduced from 
annual incomes of Rs. 2,000 to Rs. 1,000. Import duties 
yere imposed on certain articles which used to be on the free 


list and in the case of certain other commodities, the basic 
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rates were increased. There was an increase in the postal 
rates also for securing some additional revenue. 

Drastic emergency measures vere thus unl erstellen by way 
of retrenchment, pay cuts and taxation, with a view to 
securing budgetary equilibrium by March; 1933, ani they 
fully succeeded in their object. tAs much as 70 per cent. 
of the deficit was moct by bane tick and only 30 per cent. by 
retrenchment.” (18) Leaving, a part of the current ex- 
penditure u:.covered by revenue reccipts vas considered un- 
desirable inflationary actione Me vant to erect a solid 
barrier" sald the Finanee member, "against the possibility 
of India getting on to that slippery slope". (19) 

As usual, reliance vias placed mainly on the adjust- 
ments made in the customs dutios. The increased rates more 
than recouperated the apprehended fall from this source of 
revenue. Analysing the yield from the import duties on the 
aifferent commoditics, the Finance member concluded that "if 
in ties of emergency, he needs ito raise extra revenue, then 
his most sure and reliable course is to impose a slight in- 
crease in the taxes which fall on the masses of the popula- 
tion. " (20) This was particularly true in the time of 


depressione Scope for direct taxation in the midst of a 


slump was necessrily very limited. 


(18) P.T.Thomas: The Growth of Federal Finance in India. P,3653 
{19) Budget speech, Sept. 1931. P.l4, 
(20) Budget speech, 1932-33: Para.47, 
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The Government of India made a drastic cut in their 
capital expenditure during the period of depression. 
There vas almost no such expenditure on railways, and the 
expenditure on all civil viorks was reduced to very 1ow 
level. The Legislature protested against this severe cur- 
tailment of public works in India at sue a critical timee 
Many other countries resorted to an increased volume of 
public works. Heavy deficits were deliberately created 
on this account in order to provide employment and keep up 
the purchasing power of the people. Some countries con- 
sciously incurred deficits during the first years of the 
Crisis in accordance with ‘a fat and lean years principle, 
The Government of India &imed primarily to sccure a 
balanced budget, leaving the country's budget heavily un= 
balenced. It never departed from the old-fashioned 
vrinciple of ‘sound finance!, “his was generally the 
characteristic of the countries comprised :ithin the 
British Empire and emong them India was a notable example. (21) 
Tne policy was pursued with an unshakfable belief that "the 
maintenance of a sound position as regards public finance 
and currency is the contribution which a government ought 
primarily to make towards economic recovery. (22) 


This policy had its desired effects and secured equili- 


brium in the budget. 


patna nr cent rater ater ene apart rp eerie Oars 


{21) Budget speech, 1934-35: Para.58 
(22) Budget speech, 1934-35: Para.61 
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At the time of tne September crisis, there vas a dangerous 
load of floating and short-term debt to the extent of 337 
Crores of rupees, which was to mature within ଡି years. 
There was a considcrable improvement in the situation and 
in Merch, 1934, the load was reduced to f66 crores. "Tne 
finer.cial crisis passed avway and elthough the heavy tax- 
ation discouraged business and onibalaticed the budgets of 
private individuals, the Government's budget closcd with a 
comfortable surplus in the years after 1932-33, yocars vyvnen 
the most powerful nations in the vworld were struggling with 
unbalanced budgets”. (23) The public finance stood thus 
successfully the test during the crisis and emerged out of 
it strong, sound enc stabie. 

The »rovincial govern”ents were also faced with a 
difficult situation. There was general deterioration in 
their finances during the period. Most of their eesources 
of revenue in perticular excise, stamp end resistration, 
vere adversely affected. Land revenue also suffered con- 
siderably because of liberal remissions wnich had to be 
made on account of the prevailing rural distress. The 
adifficulties vere aggravated by the civil disobedience moye- 
ment, which on the one hand affected excise revenue and on 


the other, necessitated additional expenditure on law and 


order. 


casters aa overeat arora retreat crane arate preter erm aera enn 


(23) P.eJ. Thomas: Op.Cit., P.3564. 
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On top:of these came ¢eortalin natural calamities like floods 
and. earthguake,. which worsened the conditions of some pro= 
yvinces. In all the provinces economy and retrenchment 
were effdotcdpas fer as practicable. Hmergenocy taxation 
was: also levied, but suoh taxation was unpopular and, be- 
sides, ite scope was .striotly limited, on account of the 
nature of the sources assigned to the provinces. In spite 
of all these efforts the provinoial governments were unable 
to balanoe their budgets. Many of them laboured under 
financial difftculties which in some respects were grsater 
than those of the Government of India, and had recourse to 


loans from the centre te gover their budgetary defieoits. 
The Period of Sound Finances. 


In eonsequence of the bold ‘measures adopted by the 
Government of India to fight the orisis, the year 1932-33 
closed with a surplus. Although the depression still cast 
its dark shadows over the efonomig 1iife of he DOUREE: the 
finances ot the central government recovered muoh earlier, (24) 
Sinee then there was a gradual and steady improvement in the 
finanoial position. The outs in the salaries were restored 
with the improvement in the position. The surcharges on in- 
come tax were reduced hy stages and the tex on incomes between 

2 Caloutta Wholesale index: 2¢ = 400 
1929 = 100 1930 - 82,3 1୨31 - 68 


1932 4 64.5 1୨୪33 - 6,7 1୨34 - 63, 
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Rs. 1,000 and Rs. 2,000 was also abolished. Postal rates 
were also reduced as a further measure of relief, 

While the improvement in the central finances vas re- 

» 

markable, there was no appreciable change in the provincial 
situations Notwithstanding all their efforts, many of the 
Provinces were unable to balance their budgets and deficits 
assumed a chronic character. 2S early as 1932, the 
sympathetic attention of the Government of India vas drawn 
for a careful consideration of this problem. (25) According 
to the clean-cut financial separation, it was not even con- 
sidered desirable for the central government to make any 
grants to the provinces. But the situation became acutely 
difficult, and when there was considerable improvement in 
the central budget, the Government of India ceme forward to 
the assistance of the provinces. Jn 1933-54, a substantial 
contribution was made towards the Bihar earthquake fund. 
The condition of Bengal as particularly sericus end deficits 
piled up vear after year, To assist this province, the 
central govern-iont distributed 50 per cent. of the export 
duty on jute among the jute-growing provinces with effect 
from 1934-35. Tne surplus in that years was not expected 
to stand this sacrifice, and, tnerefore, an excise duty was 
imposed on matches to raise the necessary revenue, There 


was actually a surplus in that year and accordingly grants 


aamrrramesnarr sarees ecient rere aerate eee errant eir erga reaper eeee een 


(25) Budget speech, 1932-33: Para.82 


Digitized by PPRACHIN, SOA 


were made to the provinces to the extent of 4.6 crores of 
rupees for rural development and cther schemes of improve=- 
ment. “hen the centrel govern cnt happened to have large 
surpluses on which it could draw, it adovted the desirable 
policy o making some share of it availablo to the provinces, 
In the follovine year there was also & surplus and a sum of 
45 lakhs was given for buildings in the nex »rovinces of 
Orissa and Sind, which were to be created the year after. In 
1936-57, those two provinces were granted subventions to the 
extent of 158 lakhs. Thus the financial story of this 
period was one of improvement in the central finences and in- 
creasing assistance to the nrovincese 

An important line of development in the central revenues 
during the period descrves special mention. The depression 
adversely affected the imnorts and fn corisequence there was 
e fall in the revenue from import duties. - There was ,however, 
anotier factor which continued operating; in the same 
directiog¢ -both during and after the slump. India adopted 
the nolicy of discriminating protection in 1923. Besides, 
certain hizrh rates of duties meant primarily for revenue 
purposes became also protective in effect, All these en- 
couraged home production and curtailed the volume of imports 
of the commodities concerned, Home production of cotton 
gooés made considerable progress and there was a definite 
reduction in the imports. The case of sugar industry was 


remarkable, Under protection, the home industry made rapid 
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strides and the yield from the import duty on sugar fell 
from 11 crores of rupees in 1930-31 to only 44 lakhs in 
1936-37. (26) The revenue from the import duty of matches 
used to be more than one crore before the imposition of 
Drotective tariff. In course of a few years, imports al~- 
most completely disapeared. In the circumstances, it be~- 
came necessary to find alternative sources of revenue to 
Fill up the gap. It vas inevitable to turn to excise 
duties on articles produced at home. During the period 
under review, such duties were imposed on sugar, matches, 
and a fev other articles to make bp the diminution in the 


customs revenues. 
The First Two Years Under the Constitution of 1935. 


Unlike the Montford reforms which were introduced in 
the midst of unsettled conditions soon after the first world 
war, with all their adverse financial repercussions, the 
constitutiem under the Act Af 1935 vas inaugurated in 1937, 
vhen the financial situation vas sound, stable and b»romisinge 
In fact, since after the depression, it was clearly kept in 
view that the finances should be so soundly organised as to 


26 Revenue from import duty on sugar :- 
1930-31 - 10.79 crores of Rse 


1931-32 — 8.80 doe. 
1932-33 = 6.84 doe 
1933-34 - 4.72 doe 
1934-35 = 3.81 doe 
1936-37 - 0.44 doe. 
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present a favourable situation for ihe successful vorking 
of tnis constitution. (27) The grants made to the pro- 
vinces for specific developments or by way of general 
assistance were, in essence, intcnded to secure such ends. 
The central government head now to forego a considerable 
sum from its revenues, The separation oF Burma in 1937 had 
its necessary consequences on both revenue and expenditure, 
involving a net debit of 251 lakhs to the central budget. 
In accordance vith the Niemeyer Avard, ceriain provinces were 
given subventions, (28) and a further additional share from 
the jute export duty was distributed among the jute-growing 
provinces. (29) Further, a share in the yield from income 
tax became payable to the rrovinces from the very first year 
of the introduction of provincial autonomy. (30) These were 
the necessary consequences of the constitution of 1935, and 
the central budget was expected to stend this sacrifice. 
There were certain bright and encoureging features in the 
central ™mevenue position. Railway traffic was erpanding and 
prices continueé@ rising steadily, making noticeable improve- 


ment in economic prosperity. The increasing exports were 


(57) Vide Budget speech, 1934-35 ,para.59 & 1938-539, Para.42. 


(28) In 1936-37 Rs.1l58 lakhs was given as subvention to 
Orissa and Sind. Now,as a regular feature of the 
financial distribution ନ given io the 
United Provinces ,Assam,Ne.:‘.F. Province,Orissa am Sind 
amounting to more than 300 lakhs in 1937- 58 . 

(29 ) Share of jute export duty distributed among the pro- 
vinces was increased from 50 to 623%. 

(30) Income tax distributed among the provinces ;- 

1937-38 - 125 lakhs; 1938-39 - 150 lakhs. 
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augmenting the purchasing power of the neople. It was 
therefore rigotly aenticipeated that ihe growth of revenue 
would very soon make up the deficiency created by the separ- 
ation of Burma end the introduction of provincial reforms. 

The budget speech in February ,1.957 ,sounded, hovever, a 
note of some disappointinont, aris;in; out' of certain aifficul- 
ties in the revenue position. The high protective duties 
brought ebout the inevitable diminishing returns and oper- 
e'ted more rapidly than was believed possible. (51) "The 

ain single cause of the present weakness in our revenue 
position is the virtual disappearance of the revenue from 
ported sugar."{32) The loss of such a considerable amount 
in the yield of the consumpiion tax on a single commodity 
created somé complications. Ougar was also responsible for 
a short fail in the yield from income tax because of the glut 
in the home production vhich brouktht about a decline in the 
incomes of sugar manufacturing companies. Tnis pointed 
clearly to the need for control of production and, from the 
revenue point of view, an increuse in the excise duty on 
sugar,¥hich was effected in 1957-58. 

These were complications with regard to details, which 
required careful handling, but, nevertheiess, the general 
financial position was encouraging and showed definite signs 
T5851) Budget speech, 1957-38: Parg25e. 


(32) Ibid. Para.27 
(33) /OVver ee ea eeeceeree 
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of strength. "The economic position of the country is 
certairly improving and in spite of & temorery setbock 
in our budgctary affairs, we have corteainly no cause for 
pessimism, but rather corsidercble cause for oft fat em (33) 
It is significant to note thal it was possible to meet the 
effects of the separation of Burma eénd ‘the provincial re- 
forms “ith no additional taxaitiou for baluncing the budget. 

ଡ 

The situve.ion was thus bright and promising during the 
initial staze of the working of the reforms aid it continued 
to be so till it vas to face the rude shock of the ware. 

“he autoiomous career of the provinces started with a 
certain amount of financiel assistence obtained under the 
constituiicn of 1935. (54) ‘ihis gave them some additional 
spending powers From the very beginning, the responsible 
ministers ambitiously took upon thomsclives the task of puild- 
ing up social services. This necessitated furtner additional 
revenue In the Congress provinces, a programme vias set up 
for introduciny liquor prohibition. It vas accordingly 
necessary to find out additional sources of revenue toc make 
up the sacrifice in the provincial cxcise.e Almost all of 
the rrovincial governments utilised some of the new taxes 
assigned to them under the Act of 1939. Though only numble 


beginnings were made, the way was opened for additional pro=- 


vincial taxation. 


OE EE Ce PT OO 
(53) Budget speech, 1937-38. Para.28. 


{34) See Chapter II, under'"Government of India Act,l935 and 
Niemeyer Award" 
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Estimate of the General Tendencies. 

Ihroush this broad survey of the Indian finances Guring 
the inter-.ar years, certain bi cad tendencies arc clearly 
noticeable. A glance at ihe accounts from year to year (35) 
brings out the fact that through ups and doi:ns, there vias a 
slo dovmiard trend in thou expenditure of the Covernmoent of 
India. (36) The needs of the centrul governnment vere con- 
sidered ito be stationary or capable of redluctione This seems 
to have been cleaily illustrated durin; the period uidor roevier 
The fell should not, hovever, bc looked upon as a reduction in 
terms of rcal services. From the ;ost-—iar high level of 
prices, there was the eventual climbing down and it vas natural 


to expect a further reduction on account of the depression. The 


obligatory functions, not only came to the assistance of tne 
provinces, but also took up increasing activities by way of co- 
ordina ion and research. If its activities were to extend in 
the direction of formulation of uuiform economic policies for 
the Counted as a vihole, it was natural to look forward to a 
certain expansion in the volume of expenditure. Nevertheless 
the two retrenchment Committees pointed out that there vas con- 
siderable scope for economy and the Government found it prac- 
ticable to carry out many of their suggestions in times of 
difficulties. 


renee eerie eerie em Rend eee Re 


39 Tablc lL. 
(36) Average annual expenditure of the Govt.of India ;- 
1921-2 to 1925-6 - 130, C¢rorcs of Rs. 


1926-7 to 1930-1 - 125 = ପିଠ = 
1931-2 to 1935-6 - 120 = ପିଠ = 
1936-7 to 1938-9 - 119 = do - 
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There vas unlimited scope in the provincial sphere for 
expanding social ané@ economic services, but ine prozress 
was very slo on account of inadequacy of revenue resources, 
The abolition of provincial contributions raised tho level of 
expenditurv considerably, but thercafter, there vas a stag- 
nation for a lo-:j perlod. with the assicmment of increased 
Spon. ing power under the reforms, there vas again noticeable 
improvemont (37) This pointed out the possibilities of 
further cexpansion under the new financial distributione 

It vould appear from Table I that the revenue position of 
the Government of India during the period vas more or less 
stationary, It must not ,horvever,be inferred from this that 
the different sources of revenue u:;der its control did not ex- 
pand at alle. In factit,there wes a considerable expansion dur- 
ing this period. The total revenuagq duriug the early part of 
the »eriod included the provincial contributions. “ith the 
expansion of central revenues,it became possible to abolish 
these contributions amounting 0 983 lakhs of rupees. Further 
the ravens figures in the later years do not _ive a correct 
idea of the expansion of the different sources. Since 1934-5 
a share in the jute export duties vas given to the provinces 
which gradually came to more than £90 lakhs a year. The 


separation of Burma brought down the total revenue figure. 
ee ee ee re rr 
(37) The figures for 1937-38 and 1938-39 are not strictly com- 
parable vith the previous figures ,on account of the separation 
of Burma in 1937. The expenditure in the Province of Burma in 
1936-37 vias more than $9 crores. 


( 
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A sum of more than 300 lakhs a year vent to provinces as 
subventions, (38) and the share from income tax assigned to 
provinces vas more tnan 125 lakhs. Takin: all these into 
° 

account, it is evident that there was considereble expansion 
in certain sources of revenue under the central government. 

In the early days, land revenuc used to be the most im- 
portant source of revenue in India, In spite of the growth 
of other sources,up to 1920,it continued to bring in the 
largest revenue. Since 1921l,customs revenuc made remarkable 
progress year after year and reached a figure considerably 
higher then the income from land revenue ,which remained more 
or less stationary. (59) The improvement in central revenue 
vas mainly due to the expansion in the customs revenue, which 
nrovided more than half of the total tax revenue of the 
Government of India. whenever there arose any need for 
additional revenue Government had recourse to higher customs 
duties anc the response tas always up to the mark. 

Tne gures with regard to the customs revenue in Table 
2 includes the revenue from tne central excisc duties as well. 
During the later 


rears of the period high and protcctive 


J 


tariffs adversely affected the yield from the import duties 


38 1937-8 -—-- 314 lakhs. 1938-9 -—— 305 lakhs. 
(39 ) Average annual yield: Rs.crores) 
Land Revenue Customs 

1901-2 to 1905-6 235.9 Oe 
1906-7 to 1910-11 24 8 7.4 
1911-12 to 1915-16 26.2 9.6 
1916-17 to 1920-21 26.0 20.0 
1921-22 to 1925-6 30.3 41.1 
1926-27 to 1930-31 29 . 3 45.9 
1931-32 to 1935-36 28.3 49.8 
1936-37 to 1938-39 27 ‹ 0 51,5 
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and Government rightly turned to tax home production for 
the sakes of revenue (40) This proved to be a growing 
source of revenue and assumed an increasingly, important 
role in the financial system. The cotton excise duty was 
resented because it had been imposed as Aa counterveiling 
measure against the import duties on cotton goods. Excelse 
duties could justifiably be imposed when they vere con- 
sistent with the fiscal policy necessary to promote industrial- 
isatione. Further, in a country which is predominantly 
agricultural and where the masses of people arc puvor, con- 
sumption taxes must remain as an important part of the tax 
system. 

A noticeable feature during the period was that in spite 
of higher rates of income tax and super tax, the revenue con- 
tinued to be almost stationary. During the year 1914-18, 
the rates vere increased and in consequence the yeild vent up 
from 3 crores to as much as 22 Crores. But since 1921, the 
higher rates imposed from time to time merely arrested the 
decline im khe yield which vould otherwise have taken places. 
In times of rapidly rising prices and profits, this tax ex=- 
hibited considerable capacity for expansion, but at other 


times it did not bring about any appreciable results. 


{£0) The gross yield from tke central excise less the 


amounts transferred to the provinces and the States was as 
follows. This has been included in the figures for customs 
revenue in Table 2. 
1933-4 —- 130 lakhs of Rupees 1936-7 - 651 Lakhs of Rs. 
1934-5 -—- 411 doe 1937-8 - 766 do. 
1935-6 551 doe 1958-9 - 866 do. 
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It must nevertheless be pointed out that the rates of in- 
come tax and super tax vere definitely low in India, con- 
sidered particularly in the context of the entire tax 
structure. Even then Government shovied unnecessary 
anxiety to bring down the rates when equilipnrium was re- 
stored in the budget aftcr the depression crises. Mod ern- 
isation of income tax ith hischer prozression vould have 
secured increased revenue to the Government, and certain 
reforms were introduced in this direction on the eve of the 
Tiare. 

Cpium revenue tas completely viped out during this 
poriod. As a result of an agreement vith China and in con- 
formity with certain inturnational conventions, the Govern= 
ment of India progressively reduced the production and export 
of opiume Consequently since 193 ,the source became almost 
completely dry. 

The salt duty had rather an unpleasant history. Apart 
from its cwgerits or dravibacks from the financial point of view, 
public opinion never favoured this taxation. In 1935, the 
Congress Party in the Legislative Assembly vanted to reduce 
the tax to 12 annas per maund,. In the following year, the 
same Party pressed for iis complete abolition. In view of 
this feeling in the country, tnere was certainly no question 
of expecting any increase from this source of revenue, 

Such were the broad features and the general tendencies 


of the tax revenue of the Government of India. The 
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commercial undertakings cf the Government used to provide a 
cornisiderable portion of the central revenue, and among them 
railways were by far the most important. All these under- 
takings suffered so much deterioration during the depression 
that the net revenue from them became negative for a con- 
siderable time. ( 1) The railviays were severely hit and their 
contribution to the general revenue disappeared from 1951-32. 
Even as late as in 193530,at the 4ime of the Lliiemeyer onquiry, 
their nosition jas disquieting and a thoroughgoing overhaul 
vas necessary, (&2) They were not expected to make a contri- 
bution to the general revenue for uwbout five years to come. (43) 
But with the rise in prices and tne general economic develop- 
ment, the railvay earnings increased and it became possible to 
make some contribution to the general revenue from the very 
first year of the introduction of the 1935 constitution.e Thus, 
before the coming of the rar, the railvways had, to a consider- 
able extent, recouped their position, and 1% vas only proper 
to expect that such a vast commercial undertaking would make 
an incre fc contribution to the general revenue. 
het were the broad tendencies with regard to the taxes 

administered by the provincial governments? Table 4 shows 
the general trends of the important taxes during the inter-var 
41 Vide Table 2. 

The postal department involved a loss to the Government 
(42) In 1957-8 the “Wedgewood Committee was appointed to 


suggest improvements. 
(43) Niemeyer Report: Para.32(2) 
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period. Land revenue was absolutely static. The burden 
of this taxation was considered to be heavy and no signifi- 
cant expansion was contemplated. Court fees, registration 
fees and excise duties on intoxicants and narcotics were 
raised at times, but from the revenue point of view the re- 
Sults were not encouraging. Besides, the Congress govern- 
ments were desirous of pursing a policy of liquor prohibitions 
and popular opinion resented making justice dearer by raising 
Court fees. The main taxes were thus not expected to offer 
any significant prospects. The new taxes assigned to the 
provinces under the Act of 1935 were promising, but it was 
too early to visualise their possibilities. For improving 
their revenue position, the provincial governments looked 
therefore largely to the heads of revenue they were to share 
with the central government and the taxes to be collected by 
the centre, of which the proceeds were to be distributed 


among theme 
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TABL™ 2, 


PRINCIPAL ITS CF REVENUE 


of the 
GOVERNLICNT CF INDIA 


(Rs.lakhs) 
Year Customs Income Salt Opium Railway 
(inciuding tax Contri=- 
control butions 
excise) 
1921-282 34,41 18,74 6,34 3,07 
1922-23 41,35 17,99 6,82 3,79 
1923-24 39 , 70 18,24 10,085 4,25 
1924-25 45 ,75 16,01 7 ,ଓ9 3,80 6,78 
1925-26 47 ,80 19,86 6,33 &,15 5 ,&9 
1926-27 47 ,38 15 ,65 6,70 4,35 6,01 
1927-28 48 ,21 15,06 6,63 3,95 6,28 
1928-29 49 , 28 16,70 7,60 3.27 5,23 
1929-30 51,28 16,71 6,76 3, 04 6,12 
1930-21 46 ,81 16 ,00 6,83 2,53 5,74 
1951-32 46 ,44 17 ,&5 8,58 2,07 - 
1932-33 51,95 17,97 10,07 90 
1953-34 47 , 16 17,13 8,86 1,59 - 
1934-35 92,67 17,55 8,00 72 —~ 
1935-36 54,11 17,07 8,43 61 - 
1956-37 53,58 15,354 S‡81 48 - 
1937-38 50,77 14 , 58 5 ,ଓହ 51 2.76 
193 8- ଓହ 49,16 15,78 8,12 1 1,37 


NOTHS:= (a) From 1934-35,a part of the jute export 
duties was distributed among the jute=- 
growing provinces. 


(b) From 1937-38,a part of the broceeds from 
Income tax was distributed among the 
provinces. 


(oc) Railway budget ras separated from the 
General budget in 1924-25. 
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TABLE 3 


of the 


REVENUS AND EXPENDITURE 


PROVINCIAL GOVERNMENTS. 


1921-22 to 1938-39 


(in lakhs of rupees) 


Year Revenue Expenditure Surplus (+) 
or 
Deficit (-) 
1921-22 70,43 79 ,&6 - 8,73 
1922-23 75 , 74 77 ; 23 = 1,50 
1923-24 78,85 76 ; 09 * 2,76 
1924-25 81,13 78 ; 28 + 2,85 
1925-26 87,37 85,77 + 1,60 
1926-27 86,30 90,04 - 5,74 
1927-28 93 ,16 91,37 ¥ 1,79 
1928-29 91,35 92 78 = 1,48 
1929-30 94,42 935,63 + 79 
1930-31 82,96 94 ; 10 -11,14 
1931-32 83, 05 86,57 - ଆ ,52 
1932-33 84 ,23 85 ,53 - 1,30 
1933-34 82,74 85,76 = 8B 0p 
1934- 86,18 85,25 + 93 
1935 88,91 88 ,55 + 36 
193 6-37 92,22 91,40 + 82 
1937-38 85 , 68 83,10 + 2,58 
1938-39 84,74 85,76 - 1,02 
NOTES:- (1) N.eweF.eProvince is included from 1932-33, 


{i1i1) Burma is excluded from 1937-38, 
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TABLE 4, 
PRINCIPAL ITS CF TAX REVENUE 


QF Tim “ROVICIAL GOVERNLENTS,. 


(In lakhs of Rupees) 


Year Land Provimcial Stamps Registration 
Revenue Excise 
1921-22 34,39 16,65 10,63 1,12 
1922-23 34,92 28 „, 03 11,70 1,19 
1923-24 34,47 18,92 12,43 1,21 
1924-25 35,46 19,10 13 , 00 1,26 
1925-26 O95 ,17 19 ,48 13,38 1,44 
1926-27 34,47 19 ,42 12,93 1,44 
1927-28 39 ,28 19 ,30 13,31 1,46 
1925-29 32,78 19,45 13,42 1,42 
1929-350 ଓଓ „, ଠ9 19 ,86 13,85 1,39 
1930-31 29 „ 94 16,31 12,353 1,19 
1931-32 32,65 14 ,59 11,73 i, 08 
1952-383 30,68 14 , 48 12,59 1,12 
1935-34 29 ,832 14 , ୭9୨9 11,93 1,12 
1934-35 3 „ ଠ9 14 , 64 11,60 1,16 
1935-36 31,92 14 ,87 11. ,44 Lyd? 
1936-57 ol,71 1499 11,49 1,17 
193 7-38 26,36 14 ,07 10,69 1,16 
1938-4 29 „, 95 13,54 ୨,78 is l2 
NOTE: — Figures for Burma are included up tt 1936-37 
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CHAPTER IV. 
IMPACT OF THE WAR 


Introductory: The Political Scene, 


On the third of September, 1939, His Majesty's Govern= 
ment declared war against Germany. On the same day, the 
Viceroy made this known by a proclamation and India came into 
war by virtue of it. The Congress was opposed to Fascism, 
but was not prepared to co-operate in the war efforts because 
India was made a belligerent without consultation with the 
representatives of the people. The struggle for independence 
reached its peak during the war period. The Moslem League 
persisted in its demand for partition of the country. As an 
organisation, though not as individuals, it was almost as 
much committed to non=co=operation as the Congress. The 
various negotiations during the war about the political ilesue 
did not result in any settlement. The failure of the 
negotiatilonmmade the political atmosphere tense and. resentful, 
It is true «ax&at some amount of co-operation was forthcoming 
from certain quarters, but the Central and many of the Provincial 
Governments had to frame their financial policies in the midst 
of the general attitude of indifference and non=co-operation in 
the country. 

For six successive years up to 1939, the central 
budgets had been rejected by the Legislative Assembly and 


‘certified! by the special powers of the Governor-General, Ag 
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a protest against the despatch of Indian troops overseas the 
Congress Party refrained from attending the budget session in 
1940,and the budget was passed by the Assembly. In the 
autumn of the same year, the Congress relaxed the ban on 
attending the Legislature and the supplementary Finance Bill, 
presented in November, which was the first measure of war 
finance, was vehemently opposed, The main ground of opposition 
was that the war had been imposed on India without the consent 
of her people. The Finance Bill was defeated and had there 
fore to be certified. (1) In 1941, 1942 and 1943, the budgets 
were carried in the Assembly by substantial majorities in the 
absence of Congress members. (2) With the return of these 
members the Finance Bill was rejected in 1944 and again in 
1945. (3) Sir Jeremy Raieman, the Finance Member, had thus to 
face a hostile House. (4) The Finance Bills were voted down 
not because of opposition to any particular financial measures, 
(1) The ance Bill was defeated by 55 votes to 53. 
The Moslem £gue Party members abstained from voting. 
(2) Writing in 1943, Professor Coupland observed: 
"Throughout the war years the proceedings of 

the Assembly have been shorn of mueh of their 

importance and most of their vigour and eloduence 

by the boycott ordered by the Congress High 

Command in August, 1939", (Indian Politics Pt.II P.232) 
(3) It was defeated by 56 votes to 45 in 1944 and 57 
#0 40 in 1945. On both the occasions the League members 
' ମମ with the Congress in voting down the Bills, 


A) Sir Jeremy Raisman was the Finance Member of the 
Government of India throughout the war. 
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but on the ground of the main political issue. It was not 

a heppy state of affairs that the war budgets had to be either 
passed in the absence of the majority of the elected members, 
or to be certified by the special powers of the Governor- 
General in the face of the opposition An fhe Legislative 
Assembly. 

It was natural in such circumstances that the new 
measures of taxation were not received by the people with the 
degree of approbation demanded by the critical situation. 
Financing a major war must necessarily impose a severe strain 
on the resources of the people and they have to be prepared to 
make considerable sacrifices, To a certain extent, taxable 
capacity “depends upon the spirit and national psychology of 
the people taxed, which may be influenped by patriotism or 
sentiment". (5) How much sacrifice a people can stand is 
conditioned, within iimits, by the level at which a real hardship 
is experien and thig is partly a psychological factor, “Is 
ig conceiva that a strong civic sense or a national call 
for a patriotic effort might afford a new standard of self=- 
denial", (6) So far as this aspect was concerned, the pull in 
India was rather in the opposite direction, What was true 


with regard to taxation was also true in respect of government 


(5) J. Stamp; Wealth and Taxable Capacity: 
P. 118. 
(6) Ibia. PP. 128, 
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loans. An intensely patriotic attitude might have placed a 
large wolume of savings in the hands of the Government. As it 
was, considerable difficulty was experienced at certain times 
in obtaining funds from the people by way of loans. Thie 

was due, to a certain extent, to the uncertainties of the 
situation, but the political atmosphere was also responsible 
for aggravating the aifficulties. 

More than all this, the civil disturbances in the 
country brought about considerable complications. At oa time 
when an all-out effort was needed to resist the enemy's 
aggression, there was not only diversion of efforts to suppress 
the disorder, but the military movements were adversely affected 
due to the dislocation in communications. From the purely 
financial point of view, there wae enormous damage to property 
on the railways and in postal and sel deraph communications, 
These had to be repaired to bring them into running order, which 
involved copajiderable expenditure, Preventive’ measures had 
also to be ertaken on the railways against possible sabotage. (7) 
Besides, heavy expenditure was incurred for the maintenance of 
law and order throughout the later phase of the ware All these 
created additional complications in the war-time financial 


position. 


(7) Reference to these has been made in the war transport 
member's railway budget speech for 1943-44 (Para. 12). 
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Not only had the Central Government to face the une 
favourable political situation, but many of the provincial 
governments had to frame their financial policies without the 
co-operation of the representatives of the people. On the 
eve of the war, responsible governments, una the reforms 
introduced An 1937, were functioning in the prcvinces, and in 
eight of them Congress Cabinets were in power, (8). Sonn after 
war was declared, the Congress Ministers tendered their 
resignation to implement the policy of non=co-operation. In 
seven out of the eight provinces, no alternative Ministries 
could be formed and in consequence the Governors carried on the 
administration under their powers of ‘discretion‘. (9) Advisers 
were appointed to assist the Governors in running the adminigs- 
tration. The ‘adviser governments" were naturally cautious in 
adopting bold measures, Tne budgets in such ,provinces were 
framed during the war without any control of the legislatures, 

Paints ipation by the representatives of the people might 
have alteren ‘the war-time financial policy in some respects; 
but as it was, the Government of India and the governments in 
geven provinces determined their lines of action without their 


co-operation, 


(8) Of the 11 provinces, Congress was in power in 8, 
including Assam, which had a Coalition Ministry headed by 
the Congress Party, 

(9) Under Section 93, Government of India Act, 1935. 
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The War-Time Economy. 


Although India entered the war from the start, her 
economy and finances did not assume a proper war-time character 
{i111 some time after, Auring the first year, Government 
finances were very slightly affected by thé war, The first 
measure of war finance was in fact introduced in a supplementary 
budget in November, 1940, which imposed an additional taxation 
of only 6 crores of rupees, This amount was indeed small, 
considered against the pre-war revenue of 121 crores. The 
budget estimates of revenue and expenditure for the succeeding 
year were still quite modest in the context of war conditions, 
The state of affairs became radically different thereafter and 
the effects of the colossal war became pronounced in all ite 
aspects. , 

The six-and-a-half years of-°the war can be broadly 
divided into two distinct periods, not only in respect of the 
military ond4rations, but also with regard to ifs financial 
and economygpmonsequences. The first period extended t1i11 the 
Japanese entry into the war in December, 1941, during which 
phase the actual warfare was far away from India's frontiers, 
She had to despatch contingents of troops overseas, but did 
not suffer any direct brunt of the military operations. Her 
economic activities received ae healthy stimulus. In the 


subsequent years the war came much closer to India in the 
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economic as well as the military sense and fighting took place 
on the very threshold of India. These were the years of 
stress and strain and the Indian economy was on the brink of 

a complete breakdown. 


(a) The First Period: 


During the first phase, tHe effects of the war, despite 
its manifold untoward repercussions, were on the whole 
beneficial to the country. After 1932 India had five years 
of improvement in economic activity. Right into 1937 sustained 
progress was maintained in both production and trade, There 
was an upward trend in the general level of prices as a result 
of the increased demand for raw materials and the Calcutta 
index of wholesale prices which had been below 100 since 1932, 
rose to 100 in March, 1937. (1) Thijs uninterrupted improvement 
was broken later in that year due to the resulting reaction of 
intense speonlation in the stock market, which had its origin 
in the U.S The set-back was, however, soon arrested and 
the general level of prosperity was again maintained, 

The war came and the British economy was put on a ware 
time footing. The entire resources of the Empire had to be 
mobilised for the successful prosecution of the war. In India 
efforts were mainly directed towarde utilising the vast existing 


resources for war purposes. There were inevitable dislocations 


(1) 1914 = 100, 
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in many spheres, but the initial effects of the war were 
generally to her advantage, A period of modestiy improving 
rate of economic progress "was succeeded by what was almost a 
tide of war prosperity". (2) Tne increased demand for India's 
products by the Allies exercised beneficent influence on the 
production of raw materials and the industrial activities. 
There was considerable increase in the export trade and the 
price level of exports went up steadily and appreoiably from 
the very first year of the war. (3) Indian exports consisted 
largely of raw materials and the prosperity of agriculture 
depended on foreign demands. The war expenditure incurred in 
India stimulated economic activities, There was improvement 
in the volume of industrial production and the level of employment 
considerablt increased. (4A) Expansion of ourrenoy continued 
throughout the period; but, even so, the amount of notes in 


circulation in March, 1941, was only 42 per cent. higher than 


in August, , Commodity prioes took a sudden upward trend 
POD 

(2) Budget speech, 1940-41. Para. 1. 

(3) The quantum of exports in 1939-40 was 5% higher than 


in 1938-39 and thereafter there was a reduction owing to 
transport difficulties. (See chapter VIII (a) Customs), but 
the prices of exports continued improving. 


Price level of exports :i- 1938-39 .- 100 
1939-40 =~ 120 
1940-41 - 1530 


1941-42 —- 156 
The price level of the chief exports in 1939-40 was 

AO% higher than immediately before the war. (Budget speech, 
1940-41, Para. 1.) 
(4) Index of production of some important industrial 
articlesi= 1938-39 — 1941-42 

Cotton 100 ~ 125 

Iron & Steel “~ 100 - 139 

Pig Iron 100 - 130. 
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owing to the belief that the intensification of economic 
warfare meant higher prospects for Indian industry and agri= 
eulture. (5) After a reaction for some time there was 
continuous improvement in the prices. (6) The wholesale 
prices increased to 15 per cent, in 1940-41 and 37 per cent, in 
1941-42 over the level in August, 1939. This improvement in 
prices was what the economic system was in need of, and it 
supplied a healthy stimulus to economic activities, Expansion 
An production and employment increased the incomes of agri= 
culturists, labourers and industrialists, on which depended 

the buoyance of the government revenue, 

The war, nevertheless, affected political and business 
confidence, Soon after the outbreak of hostilities the 
atmosphere of uncertainty led to a demand for conversion of 
notes into coins, Confidence on the whole was, however, 
maintained in the paper currency. With the collapse of France 


in June, 1 there was an increased demand for conversion 
Ce er OOO OT OOO OOOO OOO OOO OG OOO OOO OO OOO OOO OOO 


(4) (continuea): 
Index of industrial activities compiled by the 
9 = 100 


1938-39 = 111 
1941-42 = 128 
Employment in factories t- 
1939 = 17,38 ,000 
1940 = Lo 
1941 = ୬21,56,000 
(5) Report on Currency and Finance: Reserve Bank of 


India. 1939-40. Para. 5. 
(6) See Chapter XII. 
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mainly for hoarding the coins. This increased to considerable 
proportions and, in consequence, a notification was issued 

by the Government penalising the acquisition of Pupee coins 

in excess of personal or business requirements. (7) During 

the first three years there were heavy withdrawals from the 

Post Office Savings Bank and encashment of cash certificates. (8) 
Funds were freely made available as in normal times and, in 
consequence, confidence was gradually restored. It is 
significant to note that the position considerably improved 
during the later stage of the war. 

Thus, broadly speaking, the war was away from India's 
shores during the first period and, apart from a few untoward 
complications, it exerted a marked expansionist influence on 
production, trade and employment without any serious disadvantage 
arising out of the transition from neace to war conditions, 

The defence expenditure of India increased from 46 crores in 
1938-39 to 74 crores in 1940-41, added to which the Indian 
resources to provide an expenditure of 53 crores in the 
latter year on account of H.M. Government's war expenditure in 
India. These were modest sums which Indian economy could 
afford. The war demands were still within the range of proe 
ductive capacity unused before the war, “Employment improved 
and higher earnings compensated the rise in agricultural prices 


which in its turn improved the buying power of the ryot, and 


(8 Lath Tune, §940. 
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the mounting demand was met by a further utilisation of the 
margin of productive power still avaliable", (9) Thus to 
provide finance for the wer did not present any serious diffi=- 


culties during the first phase of the war. 


(b) The Second Period: 


The Japanese war in December, 1941, brought India 
into closer proximity to the actual theatres of war. This had 
the consequence of speeding up the pace of the transition of 
the Indian economy to a war-footing. The economic conditions 
An India became more closely assimilated to the conditions 
prevailing in the outside world than had been the case during 
the first phase of the war, and the position became quickly 
more and more acute. The resources were utilised to a larger 
extent. There were further expansion in production, increased 
employment and higher earnings. Both agriculture and industry 
continued dilinoake increasingly high profits from the expanded 
war effort But all these beneficial effects were too meagre 
compared with the large sacrifices imposed by the war, During 
the first phase of the war the favourable effects outweighed 
the unfavourable ones, but now the unfavourable ones became much 
more formidable, 

The defence expenditure went up by leaps and bounds 


to immense heights. Compared against this the expenditure 


(9) Budget Speech, 1943-44; Para. 3. 
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during the first phase paled into insignificance. The 
national economy had not then felt any serious pinch, but now 
the strain on the resources became enormous. The limit to 
the expansion of production under the existing circumstances 
was séon reached and the large war demands °imposed a heavy 
sacrifice on the people. (10) Besides, a number of seriously 
untoward forces operated dauring this period to make matters 
worse still, 

From the beginning of this period there was a growing 
overall shortage of consumer goods for civilian consumption. 
The foreign trade of India was put to a further strain and the 
imports in particular were substantially curtailed, The 
occupation by the enemy of the neighbouring countries on the 
east cut off a part of India's food supply. The mounting 
war demands continued eating Heeply into the manufacturing 
capacity. Among other things, the position became more and 
more acute sith regard to food and clothing. ‘Even in the first 
year followmeg the Japanese aggression the cloth situation 
became quite serious. (11) In addition to the curtailment of 
imports and diversion of production for defence requirements, 


complications arose due to heavy strain on communications and 


(10) See Ohapter YV. 
(12) Per capita consumption of cotton goods in India: 
1938-39 = 17.94 yds 
1940-41 - 16,03 " 
1941-42 - 12,00 “ 
(Reserve Bank of India: Currencyand Finance Report, 1942=3 (P.13) 
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the emergence of profitcering, speculation, overbuying and 
bleack-markets.e All these “vere evidence of the economic 
disturbances caused by the growing dreft on material oe 
With the spectaculer Japanese advance the situetion rapidly 
deteriorated. “In India, remarked Sir Jeremy Raisman, the 
finance member, in February, 1944, “the last eighteen months 
has been a period of economic storm".(13) The enemy's approach 
to the castern threshold crested a wide-spread feeling of 
uncertainty. The overall shortage became progressively acute .(14) 
The development of India es a main base for the offensive 
operations of the Allies against Japan and the establishment 
of the South-East Asia Command in 1943 led to increasing 
pressure on her resources of man=power and materials .e 
During the first phise the improvement in the price level 
had been modest; but from the of the second period 
it began rising sharply. Shortage of labour resulted in 
longer worming hours and higher wages. Agriculturists and 
industridMMits mode large profits. The increased money income 
of a large section of the community could not be freely spent 


on account of acute shortage of consumer goods. During this 


period expansion of currency proceeded at s rapid pace .(15) 


12 Ibide Para 10. 
13) Budget Speech, 194-45. Para le. 
14) See Chapter Xlle 
15). In March, 1945, the amount of notes in circulation was 
1085 crores of rupees as against 169 crores in August, 1939. 
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By the end of the first quarter of 1943 there had been a large 
increase in the cost of living and the general price level. 
During the last three years of the war period acute inflation 
threatened the disruption of the national economy. (16) 
Arising out of the economic forces of the time and the large 
monetary expansion, inflation created a good deal of complica- 
tion in the financial situation, It became then a problem 
not only of financing the war, but also of mopping up the 
surplus purchasing power from the hands of the people. 

It was singularly unfortunate that at a time of such 
severe stress and strain the country had a series of natural 
calamities. In 1942-43, different parts of the country were 
ravaged by cyclone, flood and pests. Apart from the physical 
hardship and misery, ell this affected, seriously agricultural 
production and worsened the overstrained economic situation. 

Since early 1942, there was Cause for concern regarding 
the food sipy4ation in certain areas, Harvests were poor and 
imports were completely cut off. Even the available supply 
was subject to mal-distribution due to lack of any co-ordination 
in government action, OGCircumstances arising out of the war 
accentuated the disturbances to normal trade, From August to 
September, 1943, there was serious shortage of food in Bengal, 


Bihar, Travancore, Cochin and Malabar. "In Bengal, owing to 


(16) See Chapter XII. 
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its proximity to the fighting zone and its position as a base 
for military operations in Burma, the material gnd psychological 
repercussions of the war on the life of the people were more 
pronounced in 1942 and also in 1943, than elsewhere in 

India", (17) Bengal had a terrible famine and the death 

roll mounted to one and a half millions. (18) Since then the 
food problem and its administration for the whole country 

became an important concern of the government. Food admin 
istration became in fact a part of the war efforts, with its 
necessary consequences on public finance. (19). 

The progressively mounting war expenditure of the 
Government of India entailed enormous sacrifices by the people. 
To this large expenditure on Indias accounts was added the 
rapidly increasing volume of disbursements on behalf of the 
Allies. All this made heavy demands on supplies and services, 
and the strain on the physical resources of India reached the 


utmost limits, By 1943 the Indian economy had shown distinct 


(217) Famine Enquiry (Woodhead) Commission: Report on 
Bengal. Pe 103. 
(18) Various higher estimates were made by different 
persons and organisations. The above figure is the estimate 
of the Famine Jommission. 

Ibid, PP. 110. 
(19) The Foodgrains Policy Committee (Gregory Comnittee) 
in 1943, observed as follows: 

"It is incorrect to say that next to the war 
the food problem is the most serious issue which 
faces this country, This is wrong. Food problem 
ig a part of the war effort. Its settlement is 
as urgent as any that confronts the country in 
military sense". 
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signs of overstrain and any further burden, At was apprehended, 
would prove the proverbial straw on the eamel's back. 
Aecordingly, “the Government of India made it slear that no 
further substantial increase in the overall quantum of war 
demands én India's resources could be met without grave wrftsk 
of economic collapse". (20), Even so, the war on the east was 
intensified and a much heavier draft was made on her resources 
in the subsequent year. Thus "while India has been spared 

the material deetruction that has befallen many other countries, 
she has suffered in full measure, and in some directions in 
greater measures than othners the economic consequences of the 
war", (21) Her industrial equipment was over-worked to the 
very edge of a break-down, her people were starved or seriously 
underfed and everywhere there were pronounced symptoms of 
utter exhaustion. 

It was during this second phase of the war that the 
principal developments in public finance, arising out of the 
war, became prominent, The various devices to divert regources 
for financing the war were rigorously applied during this 
period, of whieh only a few were but in the preliminary stage 
An the early years. It is also significant that the provincial 


finances which were scarcely affected during the first phase, 


(20) Budget Speech, 1944=A5 Para, 30, 
(22) Budget Speech, 1946-47? Para. 4. 
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underwent unprecedented change in the later years. A study 
of the public finances in India during the war is therefore a 
study of this second period, during which the financial 


structure was radically changed, both in megnitude and character, 


almost beyond recognition. 
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General Survey of Revenue and Expenditure 
During The War, 


The developments in the Indian public finance during 
the war were of far-reaching importance, These were mainly 
necessitated for financing the war and some of them arose out 
of certain other forces operating during the period, Each of 
these developments will be examingd and analysed in its 
different aspects in the following chapters. But before 
attempting a discussion of the details, a general account of 
the finances during the period under review may be given here, 
A broad and overall survey of revenue and expenditure is neces- 
sary for obtaining a preliminary picture of the situation as 
it emerged out of the war. 

The following table shows the revenue and expenditure 
of the Government of India during the war years: 

Table 5. | 


Financial Accounts of the Government of India 
(In lakhs of rupees) ° 


Year — Revenue Expenditure Surplus (4) 
Deficits(-) 
1938-39 1,21,07 1,21,70 oe 64 
1939-40 1,25 ,17 1,25 ,77 — 
1940-41 1,45,13 1,921,659 = 6,53 
1941-42 1,73,7° 1, 6,39 oe 12, 9 
1942-43 2,35 ,12 3,47 ,29 -1,12,17 
1944-45 3299/45 1 
19A4- 229 279 1,0, 
1945-4; 2:67:68 5,31,57 -1 ,23 ,90 


(Slight differences are due to rounding up 
of the figures) 
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It will be seen from the table that the increase in 
revenue and expenditure during the first phase of the war was 
of minor character, In 1939-40, the revenue realisations 
fully covered the expenditure. The budget estimates for 1940- 
41 were made with the assumption of almost normal conditions, 
As the year progressed, it was found that increased expenditure 
had to be incurred for defence, A eupplementary budget was 
presented in November, 1940, but it aimed at securing an 
additional revenue of only six crores of rupees by taxation, 
Even in the year 1941-42, which closed four months after the 
onset of the Japanese war, the revenue was increased over the 
pre-war figure by 43 and expenditure by 53 per cent. (2) The 
deficit in that year was even less than 13 crores, which was 
not much different from the deficits in the first two years of 
the depression of the thirties. These figures were very small 
indeed compared with the immense increase in the volumes of 
revenue and penditure and the enormous deficits in the sub- 
sequents years, 

The size of the budget underwent a change of remarkable 
magnitude in 1942-43. The deficit in that year was nearly as 


high as the total revenue in the pre-war years, Since that 


(1) Revenue figures included departmental receipts and 
the net earnings from commercial enterprises, before payment 
of interests, The total tax revenue of the Central Govern- 
ment, including the net profits of commercial departments, 
amounted to about 4% of the national income in 1938-39. 
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year till the end of the war, taxation was pitched up higher 
and. higher, both revenue and expenditure went up by leaps and 
bounds, and deficits essumed enormous dimensions. In 194/44 
A5, the last full year of the war, the revenue became about 
three and a half times the pre-war figure and the expenditure 
as much as four and a half times. (2) In the following year, 
due to the cessation of hostilities in the middle of the 

year, there was some reduction in the expenditure, but the 
revenue receipts were increased further, 

The expenditure under defence, which rapidly mounted 
up, was necessarily the chief item responsible for the tremendous 
expansion in the volume of total expenditure, From 46 erores 
in 1938=39, the defence expenditure charged to revenue reached 
the figure of 395 crores in 1944=A45. . This was an increase 
of nearly 700 per cent. The following financial year saw a 
decline to 360 crores on account of the cessation of hostilities. 
Compared with the defence charges, the oivil Spends tUFe of 
the Government of India was naturally small; but even so, the 
expansion in this expenditure from 39 to 124 crores during the 
war was an important financial feature, The debt charges and 
certain miscellaneous expendAatures undertaken in connection 
with the war were responsible, to a large extent, for this 


eérpansion, There was considerable increase in the expenditure 


(2) The extent of the burden of taxation in relation to 
national income ig examined in Chapter XI, 
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under civil administration as well, From 11 crores in 1938=39, 
this expenditure increased to 29 crores in the last year of 

the war period, This increase of more than one and a half 
times, secured under war-time conditions ,raises the question 

of possible extension in the functions of the Central Government 
under normal conditions after the war. 

The increase in the revenue, as has already been 
pointed out, was phenomenal. The following table gives the 
relative expansion in the important heads of revenue of the 
Government of India during the war years, 

Table 6. 


Central Revenue (Rs. lakhs) 


Heads of Revenue 1938-39 1945-46 Extent of 
increase. 

Customs 40,51 - 73,61 33,10 

Central Excise 8,66 46,36 37,70 

Income Tax 15,78 149 ,29 133,51 

(including e.pet.) 

Salt 8,12 10,20 ° 2,08 

Contributiop~From Railways 1,37 32,00 30,63 

do | P. & T. 19 11 , 30 19,11 

do Currency & Mint 58 16,75 16,17 


{Provincial shares from customs and income tax 


have been excluded). 
The outstanding features in the development of the 
revenue structure of the Central Government during the war, as 
the above table clearly brings out, were as follows: 


(a) Enormous increase in the income tax revenue; 
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(b) Development of central excise as a major 
source of revenue; 

(0c) Decline in the importance of customs;’ 

(a) Large receipts from the commercial enterprises. 

These are the changes, the importange of which will be 
discussed in the succeeding chapters. A major development 
during the war was the large incréase in the contributions of 
the commercial enterprises. Not only did the railways, which 
used to provide substantial sums in the pre-depression days, 
but the post and telegraph and the currency and mint, which had 
been of no revenue importance, contributed very large amounts 
to the central revenue, As regards the taxes, there wag great 
alteration in their relative importance. Customs revenue 
used to be the major source of central income between the two 
wars, and contributed 54 per cent. of the total tax revenue 
in 1938-39, During the war, the receipts from this eource fell 
much below the pre-war level, In 1945-46 there was remarkable 
improvement ®“but even 80, its contribution accounted for only 
21 per cent, of the total tax revenue, Government had increasing 
recourse to taxation of personal incomes and business profits. 
Income tax and corporation tax, which provided only 22 per cent. 


of the tax revenue in the last pre-war year, contributed as 


much as 53 per cent. in 1945-46. (3) Not only was the expansion 


(3) Including €.pet. 
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in the proceeds of this taxation very large, being about eight 
and a half times over the pre-war level, but quantitatively 

the amount assumed such a remarkable figure as to make a 
fundamental change in the Indian tax system. Central excise 
duties were aleo increasingly utilised during the war. From 

a modest sum of eight crores before the war, the revenue from 
these duties increased to 46 crores in 1945-46, providing 17 per 
cent. of the enormously expanded tax revenue. 

The war-time conditions affected greatly the provincial 
finances as well. The following table shows the financial 
position of the provincial governments during the war years, 

Table 7. 


Financial Accounts of the Provincial Governments. 
In lakhs of rupees) 


Year. Revenue Expenditure Surplus (+) 
or 
Deficit (=) 
1938=39 84,74 85,76 = 1,02 
1939-40 90,8 89 ,22 + 1,61 
1940-41 = 97,4 95,18 + 2,30 
1941-42 1,07 ,41 1,03,48 a 
1942-43 1,24,31 1,18,18 + 6,1 
1943-44 bead 1,53, 85 9,4 
1944-45 2,08,18 Pe + 3,90 
1945-46 2,29,33 2,10,14 + 11,19 


It is evident from the table that there was a trangs- 
formation in the gize of the budgets and the financial position 
of the provinces during the war period. Provinces were the 


domain for nation-building activities. Extension in this 
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direction was limited before the war by the limited resources 
available and there was always a clamour for more and more 
revenue, Before the outbreak of hostilities, most of the 
provinces had imposed certain new taxes to supplement their 
existing income. Even so, taking all the provinces together, 
the year 1938-39 closed with a small deficit. During the 
period of the war the picture became completely different. 
The first phase of the war did not bring about any noticeable 
change in revenue and expenditure. In 1941-42 there was a 
considerable expansion and thereafter provincial finances enjoyed 
unprecedented prosperity. Between 1938-39 and 1945=46, the 
total provincial expenditure increased from 86 to 218 crores and 
the revenue improved from 85 to 229. While the increase in 
expenditure was about 150 per cent,., the increase in revenue was 
even greater, i.e., 170 per cent. Unlike the Central Govern= 
ment, all the provinces had comfortable surpluses throughout the 
war period. (4) 

The expenditure of the existing departments was affected 
by war-time conditions. New activities connected with the 
war and the ancillary circumstances had also to be undertaken 
during the period. Expansion of activities became possible 
owing to increased revenue receipts. The main activities of the 


provincial governments can be broadly divided into two categories. 


(4) The only exception was Bengal. 
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Maintenance of law and order constituted the ‘gsecurity* services 
and the social and economic activities the ‘beneficent’ 
gervices,. There was an expansion in the expenditures on both 
the functions during this period. While the expenditure on 
the security services increased from 28 in 1.938=39 to 54 crores 
in 1945-46, 4i.e., by about 90 per cent., the beneficent ex- 
penditure was more than doubled, being raised from 22 to A5 crorerp.,. 

Tne improvement in revenue was the singular development 
of the provincial finances during the war. The following 
table brings out the relative expansions in the principal sources 
of’ revenue of the provincial governments. 

Table 8. 


Principal Items of Provincial Revenue. 
(Rs. lakhs) 


Items. 1938=39. 1945-46. Extent of 
increase. 
Land Revenue 25,95 30,34 4,39 
Provincial Excise Hr: 53 , 32 39,78 
ମା Forest ,79 11,15 8,76 
Registration 1,12 2,66 1,54 
Share of Income Tax 1,50 28,75 27 ,25 
Share of Export Duties. 2,521 1,57 - 9A 
Other Taxes and Duties 5 23,53 22 ,05 


(the new taxes) 


The table clearly shows the main features in the develop= 
ment as follows: 


(a) Large receipts from income tax; 
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(b) Vast expansion in excise an revenue; 

(ec) Rapid growth of the yield from the new taxes; 

(a) Static position of land revenue; 4 

(e) Extensive utilisetion of forest resources, 

The share of income tax received from the centre, which 
had scarcely been of much significance before the war, became 
a major source of revenue for the provincial governments, with 
the enormous expansion in the yield from income tax, the pro= 
vincial share went on progressively increasing. The new taxes 
which had been levied on the eve of the war showed considerable 
improvements and further additions were made during the war, 
Forest proved to be a very profitable undertaking. Among the 
major taxes, the provincial excise showed remarkable expansion 
under the war-time conditions. The increase in the proceeds 
of this source was the most outstanding factor in the increase 
in the provincial revenue. Land revenue had all along been the 
most important source for the provinces and supplied 30 per 
cent. of the total revenue in 1938-39, while excise had not been 
even a close second, accounting for only 15 per cent, During 
the war it expanded very fast and came to occupy the foremost 
rank among the provincial sources, 

It is necessary to take, at thie eatage, a comprehensive 
view of the public finances of India as a whole, taking the 
central and the provincial finances together, Everywhere. with 


the extension in the functions of the state, there has been 
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progressive increase in public expenditure and India has been 
no exception, though the rate of expansion in her case was for 
a long time rather slow. The following table gives the 
combined revenue and expenditure of the central and the prow 
vincial governments from before the first wdrld war up to the 
end of 1945-45. 

Table 9. 


Revenue and Expenditure of the Central and the 
Provincial Governments. (In crores of rupees). 


Year Revenue, Expenditure. 
1910-11 121 115 
1911-12 124A 118 
1912-13 130 126 
1913-14 128 124 
191415 122 124 
1915-16 127 128 
1916-17 147 136 
1917-18 169 157 
1918-19 28 191 
1919=20 19 220 
1920=21 206 . 232 
1921-22 186 222 
1922-23 197 214 
1923=24 212 207 
1924=25 219 231 
1925-26 221 216 
1926-27 218 222 
1927-28 220 219 
1928-29 220 222 
192930 227 226 
1930.31 208 230 
1631-52 205 220 
1932-533 211 210 
1953-34 20 206 
1934-35 211 210 
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Year Revenue, Expenditure, 
1935-36 211 211 
1936.37 210 211 
1937-38 205 202 
1938-39 203 204 
1939=40 214 212 
1940-41 240 2A4A 
1941-A2 278 287 
1942-43 357 63 
1943-44 A Al 
194445 599 755 
1945-46 627 740 


(Burma was separated from India in April, 1937) 

The table clearly shows the wide difference between the 
levels of revenue and expenditure before and after 1914. 
The first Great War brought about a large expansion in expendie 
ture. From 124 drores in 1914-15 the volume of expenditure 
went up to 191 crores in 1918-19. In,the years immediately 
following the war there was a further increase, The fall in 
the volume of expenditure from 1922-23 to 1924-25 was actually 
no reduction, for the level of prices fell to a greater extent. (5) 
Leaving aside the effects of boom and depression, the scale of 
expenditure during the inter-war years was stabilised at a level 
much higher than it had been even during the war, There was 
no going back to the level of 1914. The introduction of partial 
responsible government in the provinces was to a certain extent 


responsible for the expanded expenditure, But none=the-lesge, 


The expenditure fell from 232 crores in 1920-21 to 


(5) 
207 in 1923-24, 4i.e., by about 10%, MThe price level in 
6553 Das 2% Ter £Pan’ in 1920. 
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At was lergely due to the fact that the war demonstrated the 
need for increased functions and extended activities of the 
state, The pressure of war-time conditions provided the 
experience for maintaining a high level of expenditure, 

It is reasonable to anticipate similer consequences to 
follow as a result of the World War II, The expansion in 
expenditure during this war was on a much larger scale, The 
defence expenditure under normal conditions will of course be 
drastically curtailed, but the civil expenditure of the Central 
Government and the provincial expenditure will not, if at all, 
be appreciably brought downs. Under the war exigencies a large 
volume of economic activities was undertaken by the governments 
and most of these will be retained as normal functions. This 
will be Bo for the government as a whole, apart from the 
constitutional structure to be evolved, since their utility was 
clearly realised during the war years. A return to the pre 
war level of expenditure will be unthinkable, -A push was given 
by the war and a very much higher level will be maintained for 
the sooial and economic uplift of the country. 

The revenue system and the tax structure were significantly 
altered by the war. The pre-war framework was modified in 
important respects. Many desirable features were introduced 
under the war pressure, though there were a few untoward 


developments. The following table shows the relative importanos 
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of the major sources of tax revenue since the years before the 
first world war. 
Table 10. 


The Major Sources of Revenue in India. 
(Reg. crores) 


@ 


Year Land Customs. Income Tax Provin-=- Central 
Revenue. cial Exeise 
° Excise 

1912-213 32 11 3 11 

101 31 4 32 11 3 1.2 

1010-20 34 23 23 19 

1921-22 3A 34 22 aL 

1922-27 35 Al 18 1 

1937-38 26 A6 16 14 8 
1938-39 26 A3 17 14 9 
1944-45 31 42 191 45 38 
1945=46 30 75 178 53 A6 


(P1411 1936-537 central excise was a minor source 
of revenue and the proceeds were included in 
customs). 


From the very early times land revenue had been the 
mainstay of the Government of India. Right ap to the.Montford 
reforms, the Central Government was therefore unwilling to 
part with this eource to the provinces. The two great ware brought 
about substantial changes in the relative importance of the 
major taxes. Customs developed as an important source during 
the first great war and surpassed land revenue soon after, 

During the inter-war years, it was the foremost fevenue-producer, 
The second war brought about a rapid expansion in the receipts 


from both central and provincial excise and each of these proved 
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more productive than either the customs or land revenue. With 
the restoration of facilities for international trade custome 
revenue shook off the war-time depression, even dtring the last 
financial year of the period under consideration. But 
nevertheless the central excise has come to acquire an important 
place in the tax structure of the country. The enormousg 
growth in the yield from income tax completely eclipsed all the 
other sources during the war. With the abolition of e.pet. 
and the cessation of the war and the post-war booms, a short 
fell, of course, is inevitable. But even so, income tax will 
certainly continue hereafter as the foremost tax revenue in 
India. The large expansion in the provincial excise will 
present a complicated situation in view of the policy of liquor 
prohibition, to which the nationalist opinion is wedded. But 
otherwise the lessons of the war will Jeave beneficial effects, 
The healthy developments will definitely remain as lasting 


features in the revenue system of India, 
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CHAPTER V. 
THE MAGNITUDE GCF WAR ZKPENDITURE 


Defence Expenditure in ‘the Pre-War Days. 


An estimate of the peace-~time defence expenditure in India 
in relation to the finances of the Governmeret and the national 
resources is a necessary prelude to the understanding of the problem 
of the burden of defences. This will not only belp in appreciating 
the developments during the war, but also make it possible to 
visualise how the future policy in this respect should be shaped, 
after the experiences of the ware In estimating the military 
expenditure of any country, regard must be had on the one hand to 
the needs of its defence and, on the other, to the resources at its 
disposal.e The following brief survey of the situation in India 
during the inter-war years will show that although her position 
necessitated a large expenditure on defence, it imposed a heavy 
strein on her resources. 

Nationelist opinion in the country regatded the tffefence 
expenditure of India as disproportionately heavye The Indian 
Legislature had no control over this expenditure, but neve rthe le ss, 
this budget was, year after year, sub jp cted to severe criticisms, 
and there was persistent demand for substantial reductions. Table 
13 at the end of the section shows the net expenditure on defence 
services since the opening of the century. lt may be noticed from 
this Table that from 1900 until 1914, the defence budget was main- 
tained at almost a steady level. During the later years of the 
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first world war, there was a considerable increase, and in the years 
following the war, on account of hostilities with Afganistan and 
operations on the frontier, the increase was enormous, so that in 
1920-21, defence charges became 87.4 crores or as much as treble 
those of 1913-14(1) Even two years after, £t sttod at no Jess than 
68 crores. In view of the financial position at the time, there 
was imperative need for a large and immediate reduction, and in 
response to the demand of the central legislature, a retrenchment 
committee was appointed in 1922 to enquire into the matter.(2) 

This Inchcaps Comnittee recommended the reduction of the defence 
expenditure t0o57.75 crores and maintenance of a close watch for 
progressive reduction thereafter( 3) It was considered possible to 
reach the figure of 50 crores, if there was a further fall in the 
price level.) The Government broadly accepted the Committee's 
recommendations, and from 1923-24 onwards the defence expenditure 
was below 57 crores. But although there was a progressive fall in 
the price level, it did not prove possible to reach the target figure 
of 50 crore s(>) 


(1) The general wholesale index of prices in 1921 was 78 points 
higher than in 1914. This was responsible for a part of the 
increase in the expenditure, but not to a corresponding extent, 
because the salaries were increased much less in propor tone 

(2) The Committee was appointed in 1922 under the Chairmanship of 
Lord Inchcape"to make recommendations to the Government of 
India for effecting forthwith all possible reductions in the 
expenditure of the central government, having regard specially 
to the present financial position and outlook." 

3) Inchcape Committee Report: P.58. 

4) Ibid. 

5) Wholesale index in India (Calcutta) 1914=100 
1923 - 173 192L = 159 1925 = 148 
1926 - 148 1927 —- 145 
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As years went by, it was realised that the recommendations 
of the Committee had taken “the form of rough and ready axing rather 
than scientific pruning™( 6) In 1927-28 the effects of this "somewhat 
indiscrimate re trenchment"( 7) became definitely apparent. The 
equipment of the forces had fallen below modern standards and it was 
estimated that an amount of Rgse 10 crores was needed to make it up- 
to-date . But the Government of India could not contemplate any 
additional expenditure on defence . A solution was found by stabil- 
ising the military budget at 55 crores a year for four years so that 
the authorities would be able to find the 10 crores by practising 
departmental economy e Soon after, came the great depression and 
the programme of re-equipment was very much slowed downe During 
these hard years, there was introduced all-round economy in expend=- 
iture and the army authorities also collaborated with these measures. 
From 1932-33, there was a considerable auction in the defence 
expenditure, much below even the Inchcape target of 50 crores on 
account of the fall in the prices and retrenchment . The Finance 
member pointed out in 1933 that for defence “the provision now made 
is cut very fine"(8) and did not include any margin for unforeseen 
expenditure . A caution was sounded in the following year that this 
did not represent a new permanent level of defence expenditure for 
India. The plan of re-equipment was continued very slowly with 


errs Denman ees, vee 


ଜା Memoranda on Military Expenditure 1932-33: Para. 4. 
7 
(8 


Ibid. 
Budget speech, 1933-34: Parae 59. 
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Jerks and postponements from year to year, end in 1937 it was 
realised that whatever had been carried out became ineffective on 
account of the delay. In the following year Gove ment contempla=— 
ted early action for placing the defence organisation of India on 
a more satisfactory basis. In 1938-39, on {fhe eve of the war, 
there was some additional outlay on ordnance and mechanical transport, 
but all the same, the defence Bulbs stood at only 46 crores. Thus, 
during all these years, there was progressive curtailment in the 
defence expenditure primarily because the financial situation made 
it hard to afford it, although the authorities considered it 
necessary to effect improvements in equipment .( 9) 

The amounts charged to India's account do not give a complete 
picture of the expenditure undertaken for the defence of India. 
From 1933, the British Government made an annual contribution towards 
the maintenance of defence services in India.( 10) Besides, India 
incurred a small expenditure for her naval defence. India maine 
tained a non=combatant force, called the Royal Indian Marine, which 
transported troops and stores, guarded convict settlements, conducted 
marine gurveys and protected the Indian ports. The change of its 
name to the Royal Indian Navy in 1934-35 secured only a change of 
status, but did not involve any alteration in the functions .( 211) 

The Royal Navy undertook the general naval defence of India, 
for which she made, from 1896-97, an annual contribution of 13.3 


(9) The programme for re-equipment in 1927-28 was endorsed by the 
Legislative Assembly. 
(10) This matter is discussed in all its bearings in the following 
section. 
(11) ‘Some facts and figures about Indian Defence, 1935-36! - 
official publication. Pe6. 
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lakhs of rupees (£100,000) . Apart from the larger issues involved 
in this arrangement and the disabilities it imposed upon the 
building of Indian naval services, the Indian taxpayer was called 
upon to bear only a trifling amount for the naval defence of ‘the 
country. In 1938, the Indian Navy was converted into a combatant 
service, which would be able to assist the Royal Navy in times of 
war. The Government of India thereupon represented to He.M.Ge for 
reconsideration of the annual contribution. HeMeGe agreed to fore- 
go this amount on condition that the Government of India maintained 
a sea-going fleet of not less than 6 modern escort vessels which 
would be free to co-operate with the Royal Navy for the defence of 
India e Even so, the expenditure on the ReIleNo, was exceedingly 
small and India enjoyed naval protection at a merely nominal cost( 222 
Let us now consider the volume 9f the defence expenditure 
incurred by India in relation to the finances of the Government and 
the national income e The Simon Commission in 1930, made specific 
reference to the large proportion of the state revenue devoted to 
defence in India, particularly in comparison with the other countries 
of the Empire. Mr. Walter (now Lord} Layton, their financial expert, 
laid emphasis on this feature of the Indian finance and the burden 
it imposed on India. "An outstanding feature", he remarked, “is 
the high proportion (623%) which current erpenditure on defence 
bears to the total expenditure of the central government -— a higher 
proportion in fact than any other country of the world.“(13) In 


(12) In 1958-39 the expenditure on RelvNe was only 83 lakhs. This 


was the revised expenditure for the year; the actuals are not 
available. 
(13) Indien Statutory Commission 1930. Rpte VoleII P.216., 
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all Federations, defence is by far the most important function of 
the Federal Government, and, as such, the expenditure under this 
head naturally constitutes a high proportion of the federal expendi- 
ture, But in the case of India, it is more significant that when 
account is taken of provincial and central expenditure together, the 
ratio (313%) isstill a very high one . (12) This high ratio, it may 
be argued, was due to the fact that other kinds of expenditure were 
not adequately developed, but the large demands, made by the defence 
budget, themselves operated as a limiting factor, to a certain extent, 
on the development of other forms of expenditure. In any case, the 
defence charges were certainly high and imposed a heavy strain on 
the Indian finances. Further, it must also be remembered that the 
burden of taxation is felt according to the object on which the 
revenue is expendede “Indeed, economically speaking, it (defence) 
is the most burdensome form of expenditure and this is particularly 
the case where, as in India, the Army contains a large element drawn 
from elsewhe re" ( 15) 

Even in absolute figures, the Indian expenditure was also 


high -- following closely those of the Great Powers.( 16) The large 


(14) Ibid - 
Defence Expenditure in 1927-28 


Percentage of Percentage of 

Central or Federal EXp. Total Expend 
Australia 5,8 2el4 
Canada Lr e2 2.9 
Irish Free State 7.2 7.2 
New Zealand 3.9 3.9 
South Africa 3 e5 2 elt 
India 62.5 31.5 


ଓଃ Indian Statutory Commission - Rpte VoleଗII P.216. 
16) The following figures were quoted by the Simon Commission from 
Jacobson's Armaments Expenditure of the world 

Cont'a over. 
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expansion in the Indian defence budget, ($ has already been shown , 
took place during and after the war of 191-18, The following 
statement brings out the relative position of the mi li tary e xpendi=- 
ture of India in the British Empire, even after considerable econo- 
mies were effected in accordance with the Inchcape recommendations; ~ 


Table 17 
(in millions’ of £) 


1913 1920 Percentage 
PCr Increase 
United Kingdom 77.2 115 + 49 
India 22 +100 
The Dominions 9 12 + 33 


Before the first Great War, India spent more than two=-and- 
a—-half times what the Dominions spent together on defence. Since 
then the increase in India was on a much greater scale and in 1928 
it became more than three-and-a-half times the expenditure of all 
the Dominions put together, although between 1920 and 1928. the re 
had been effected a reduction of as much as 60%. India, it is true, 
with her extensive land frontiers and coast lines is particularly 


vulnerable . Her North-West Froitier has been a source of constant 


(16) cont'd. 


UeSeAe 4,453 million gold francs 
GeBe 2,900 doe 
Russia 2,4) ae 
France 2,285 doe 
Italy 1,335 do. 
Japan 1,235 doe 
India 1,069 doe 


Ge rmany 
India occupied the 7th positioh in the armaments expenditure in 
the world. | 
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troubles. In the case of the Dominions, such dangers are of 

much less proportions. Australia and New Zealand have no common 
land frontiers with eny other country. In the nae of Canada, 
there has scarcely been any apprehension through her 3,000 miles of 
land frontiers and South Africa is very unlikely to be invaded. 
Accordingly, the problem of defence is of much greater importance 
in the case of India. But HeveBihe ees, the total expenditure, 
commented Layton, “is at present so large, both absolutely and in 
relation to the revenue of India as to be a dominating factor in 
the financial situation." 17) 

Such was the position in 1928, after the Inchcape retrench- 
ment « Prior to this, with the return of peace-time conditions, 
there had been a reduction from the peak figure of 87 crores in 
1920-21. Further, during and after the great depression, ¢circum- 
stances pressed for a still further reduction. India, it is true, 
did not join the race when the armament boom was in full swing 
elsewhere, but even so, her defence expenditure in 1938-39 was in 
effect much higher than it had been in 1922-23, ( 18) 

It may be pointed out here that the defence budget did not 


17) Simon Commission Report: Vol.Iଗle. Pe218. 

a The Indian defence expenditure was 65.27 crores in 1922-23 
and 46.18 crores in 1938-39, But the general price levels 
in ‘the ge ars were very different, The Wholesale index 
(19112100) was 176 in 1922 and 96 in 1938. In terms of 1914 
prices, the defence expenditure in 1922-23 was 37 crores; in 
1938-39 it was 48 crores. This is not, however, a strictly 
proper comparison, because rise or fall in prices did not 
correspondingly affect the expenditure. 
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include certain items which evidently formed a part of the 
defence expendi .re of Indiae ‘The strategic railways maintained 
for the purposes of defence vere financed from the Indian revenueSe 
But ithe charges were anbsorbhed in the railway budget and did not 
appear in the general fTinanciel statement. Some expenditure on 
the eccleslastical departirent might be legitimetely debited to the 
defence budget, because jl supplied chaplains to the Army. There 
was besides the cost (ubout 17 crores) of various irregular forces 
on the frontier, the expenditure on which was shown under the 
Foreign and Political Department.(19) 

Even apart from these considerations, the Indian defence 
expenditure vas very high compared with the defence budgets in 
other parts of the British Commonwealth and still more when 
considered against the background of Indian economy. The follow- 


ing table gives the relative position in the imnediate pre-war year. 


Table 12. , (20) 
Defence Expenditure in 1936-39 

In millions of Percentage Defence 
Country national currencies. of * expenditure in 

Total Exp(a) Defence Exp(b) (b) to (a) millions of £ 
UeKe. l,l 00 5 00 
Canada 533 3h 7 7.5 
Australia 98 i 15 11 
NeZealand L47 2 4 1.6 
S.Africa 65 2 3 3.7 


Indie B52 6D Dh a6 


(19) A proper estimate should also take into account the interest 
on moneys borrowed for prosection of hostilities and for the 
execution of military workse 

(20) Source: League of Nations: World Economic Survey 19Lh2-Lh 
Pel5lh=5. The defence expenditure in different national currencies 
have been converted to £ on the basis of the par of exchange 


(cont'a.) 
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It is evident from the table that, on the eve of the war, 
the defence expenditure of India vis-a-vis the Domini ons was ex- 
ceedingly high, both relatively and absolutely, which clearly 
indicated the strategic position of India in the Imperial defences 
India maintained defence forces, the expenditure on which was out 
of proportion to the state revenuese The following statement 
brings out how large a Seop OPEL ba OF the national income was devoted 


to this purpose. 


Defence expenditure as pe roc teBe oq 
of national income in 1937-38. ) 


Great Britain e.« 
UeSeAe . 
Canada . 
Australia . 
S.Africa ° 
India . 
Thus in spite of the attempts made since 1923 to maintain 
the defence expenditure at a lower level, it was still very high on 
the eve of the ware It absorbed a large proportion of the public 
revenues of the country and imposed, compared tO many advanced 
countries, a greater burden on the national income. It was out of 
proportion to her capacity to maintain such expensive defence 
servicese It was = i that the fact that a large percentage of 


revenue was absorbed by defence expenditure was of no consideration 


(20) Contd. 
in the yearyconcerned. 
In the case of India, the working expenses of post and 
telegraph and the interest on railways have not been included 
in the expenditure . Defence expenditure igs net. 


(21) GeF.Shirras: Federal Finance in Peace and War. ppe160, 165 
and 20 
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because "defence is not a luxury, but a necessary protection that 


has to be paid for."( 22) But even though it might have been the 


cost of necessary insurance, it did not take into account the 


economic condition of the insured. This was the vital 1 ssuve 


involved in the problem, which did not re ceive its due recognition. 


(22) Report of the Garran Tribunal (1933). Para. 10. 
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TABLE 13 


DEFENCE EXPENDITURE IN INDIA 
(Net) 
(in lakhs of rupees) 


1901-02 
1902-03 
1903-0 
190L=05 
1905-06 


190607 
1907-08 
1908-09 
1909-10 
1910-11 


1911-12 
1912-13 
1913-14 
1914-15 
1915-16 


1916-17 
1817-18 
1918-19 
1919-20 
1920-21 


1921-22 
1922-23 
1923-2L 
192L=25 
1925-26 


+ NOTE: 


Ht rtf rtrd rt tt rtp 
nF ର Nn V9 
ଠ୍ଯ ଏ ଏ) ଏ 
ke hd ° © 
~ © NV 
NV £ B HH 


LU 
wn 
(୭) 
hd 
NN 
Ww 


1926-27 


1927-28 o = 


1928-29 
1929-30 
1930-31 


1931-32 
1932-33 
1933-34 
19 34-35 
1935-36 


1936-37 
1937-38 
1938-39 


1939-140 
1940-41 
1941-42 
+ 1942-43 
+2943-14 
+19L414=45 


+ 1945-46 


CL 
” 


55,97 
54,79 


In addition to this expenditure charged to revenue, there 
was additional expenditure charged to capital accounts 


since 1942-43, 
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The Financial Settlement. 


The Indian defencc organisation was all along closely 
iinkod vp with the defence of the Empire. Her military strength 
and equipment were determined with this larger problem in view. 

The Esher Committee in 1919 was appointed, among other things, to 
suggest and devise means for ‘the co-ordination of India's defence 
arrangements with those for Imperial defence. The world war Nool, 
it was pointed out, made it clear that India’s partnership in the 
Empire demanded that ‘the organisation of her forces should conform 
closely to the rest of the forces of the Empire.(l) In view of the 
wider considerations involved in the maintenance of defence services 
in India, it became necessary to define what was India's legitimate 
liability for her own defence requirements . The Garran tribunal 
in 1933, appointed to arbitrate on the demands made on India by 

His Majesty's Government and the counter demands of the Government 
of India, laid down the principle of the respective liability of 

the two Governments‘ 2? “The broad lines of division between 
Indian and Imperial responsibility for defence ghould be that India 
assumed responsibility for the ‘minor danger' of the maintenance 

of internal security and protection of its frontiers against local 


aggresion, and that Gt. Britain assumed responsibility for the 


(1) Report of ‘the Esher Committee (1920) on the Organisation of 
Army in India, Pelle 


(2) This tribunal was appointed in 1953 under the Chairmanship of 
sir Ropert Randolph Garrane 
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'major danger!’ of an attack by a Great Power upon India or upon 

the Empire through India ."(3) This principle was in fact forme 
lated after the war of 1914-18 and re-affirmed by the Garran 

Tribunal. In accordance with the recommendations of this Tribunal, 

His Majesty's Government contributed after 1933 an annual gum of 

2 crores of rupees (£1,500,000) in aid of Indian defence expenditure. 

In view of the changing conditions, His Majesty's Govern- 
ment initiated discussions regarding the role of the land and the 
air forces in India in relation to the defence problems of India 
and the Empire. An announcement was made on the 13th of September, 
1938, that HeM.G. would increase the annual grant of £1,500,000 by 
an additional sum of £500,000 with effect from the lst of April, 
1938.(&) In addition, an offer of £5 millions was made as a capital 
grant for the re~-equipment of certain British and Indian units in 
Indiane Further, it was agreed that four British batallions would 
be transferred from the Indian to the British establishment. There 
was thus a division of the financial responsibility for the defence 
of India between HeM.Ge and the Government of India and this was 
reviewed from time to time according to circumstances. 2) 

The Government of India suggested the sending of an expert 
body of enquiry to India to investigate the military and financial 
aspects of the problems of Indian defence. Accordingly, HeMeGe 
appointed an expert Committee in 1938, under the chairmanship of 


3} Report of the Garran Tribunal. Paras. 19 and 20. 
4) Finance member's statement in the Legislative Assembly: 13 


Septembe Ts, 1938 ° 
(5) See the Fourth Report from the Select Committee on National 


Expenditure, 1944-45. (British Expenditure in India) Par. 3-4. 
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Admiral of the Fleet Lord Chatfield to examine and report on the 
problem in view of the increased cost of modern armaments and the 
‘limited resources available in India for defence expenditure. (6) 
The Committee recommended as a general principle that the forces 
maintained by India should be adequate not merely for the purpose 
of purely local defence, but also for assistance in maintaining 
‘India's external security'. In oe warfare, India's safety 
could not be limited in the narrow sense to the defence of her land 
frontiers and coasts. The question was nevertheless considered 


with due regard to “the need for keeping the maintenance costs of 


(6) The Chatfield Committee was appointed in September 1938 with 
the following terms of reference: - 


“Having regard to the increased cost of modern armaments, 
to the desirability of organising, equipping and maintaining 
the forces of India in accordance with modern requirements, 
and to the limited resources available in India for defence 
expenditure, to examine and report, in the, light of experience 
goined in executing the British rearmament programme, how 
these resources can be used to the best advantage, and to 
make recommendations «"“ 


The Commiti;cee reported on 6.2.39 to Heli.eG.», but the 
report was not published. A despatch dated 59.39 from 
tne Secretary of State for Indie to the Mee conveying 
the main recommendations of the Committee and He.M.G's con- 
clusions thereon was publlshed on 5 September, 1939, two 
days after the war was declared. 
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the army within the compass of what India can affora"(7) It was 
appreciated that though the forces were to be maintained in India, 
she could not necessarily be made to bear, in full, their cost. 
Accepting the recommendations, HoeMeG. of fe red 45.77 crores of rupees 
(£3433 millions) as the capital cost in the modernisation of the 
forces. (e? Three-fourths of thisewas to be a free gift and the 
rest to be repaid by India on €asy terms. The principle underlying 
the arrangement was "that India should bear some share in a joint 
responsibility for her external security" .(2) India's defence 
equipment in the scheme of Imperial defence was thus taken into 
account and the Committee concluded "that if at any time there are 
forces held for the purposes covered by this joint responsibility, 
the British Government should make a recurring contribution to their 
recurring costs in gsguch a way as to afford an equitable apportion- 
ment.‘ 10) A definite principle was thus laid down regarding the 
sharing of the Indian defence expenditure between India and the 
United Kijngdomse 

With the outbreak of war and the expansion of expenditure, 
it became necessary to review the financial arrangements between the 
two Governments . Despatch of troops abroad and their replacement 
in India, increased mobilisation to full production and manufacture 


4n the ordnance factories and a host of other activitles like re- 


) Despatch dated 5.9.39 op.cit. parae 7. / 


7 
8) This sum included the capital grant of £5 millions and the cost 
9 
1 


of re-equipping thc Air Force, announced on September 13, 1938. 
) The despatch, 5.9.39: Opecit., Para 13. 
0) Ibid. 
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cruiting and training organisations and headquarters establish~- 
ments became joint liabilities. Any meticulous application of 
the principles laid down for the sharing of this expenditure under 
peace-time conditions became impracticable. It was too complicated 
to arrive at any accurate assessment of the charges attributable 
to Indian revenue. A fresh financial settlement was therefore 
negotiated in November, 1939, for the allocation of war expenditure 
in India between the two Governments. The settlement was devised 
with two principal aims in view. "fhe first objet was to limit 
India's liability in connection with the war to such msagures as 
are within her financial capacity and have been or will be taken 


for the local defence of India itself (1) 


This principle had been 
laid down by the Chatfield Committee and wa_s now merely re-affirmed. 
The second principle was concerned with accounting convenience . 
Profiting from the experience of the first world war it was “devi ged 
as a rough and ready means ef arriving at India's share of defence 
expenditure which, while broadly conforming to the accepted 
principles of incidence, would not impose an intolerable strain on 
the administrative and accounting machines." (12) 

Accordingly, the allocation was made as follows: (12) India 


was to bear - 


(1) A fixed gum representing the normal ne t,e¢f fective costs 
of the army in India under peace conditions, plus 


nmr epee Teper rere eet p Oe tat Cerret Ser Aires Serer 
(11) Budget speech, 1940-41. Pe8. 


12) Budget epeech, 1946-47. Parae 19. 

3 Budget sbeeoh, Laoc : PeEe 

(14) The net Budget estimate for 1939-40 (excluding the non-effective 
charges) was adopted as the normal peace-time standard. 
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(ii) an addition to allow for rise in prices, plus 

(iii) the cost of such war measures as can be regarded 
as purely Indian liabilities by reason of their hating been unde r- 
taken by India in her own interests, plus 

(iv) a lump sum payment of one crore of rupees towards 
the extra cost of maintaining India's external defence troops 
overseas. 

The excess of the amuval expenditure incurred in India 
during the war years over the Sere a of items (i) to (iii) was 
to be recovered from His Majesty’ s Government. 

In point of principle, India's financial liability was 
limited to vwhat were considered India's own war responsibilities, 
The principle was no doubt simple. But the problem neverthe le ss 
remained difficult and complicated with regard to actual allocatione 
In the case of most items of expenditure it was impracticable to 
pronounce whether and how far they were for India's own defence. 
The Auditor General for India kept watch on behalf of both the 
Governments, scrutinized in detail the all otatl on of charges and 
reported to the Public Accounts Committee the results of his 
scrutiny.(15) t/hatever was the system of technical administration, 
the allocation remained to a large extent a matter of opinion and 
interpretatione In acting as the arbiter in matters of allocation, 
the Auditor General had to be guided by facts, such for instance 
as the strength of the forces certified by His Excellency the 


Commande r-in-Chief, to be necessary for India's local defence. 


"It is not possible", sald the Finance member “for the Auditor 


honest 


(15) Budget speech, 1943-4. Parae 18. 
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General to attempt to go beind that military judg¢ment any more 
than it is for me."( 20) 

It vas no wonder that Indian public opinion regarded the 
settlement as an unfair burden on India and the British people 
considered it as a generous contribution for India's protection, 
The war machine and the operations in India had to be conducted as 
one organised affair and the fighting services had tc be provided 
with he necessary funds by the Government of India, who were 
credited with the relevant amounts by fis Majesty's Government. 
With the intensification of the war in the East and the increase in 
India's credit balances, British public opinion became very critical 
about the financial settlement. "The Budget proposals for the 
year 1943-44", commented the Economist, under the caption "India's 
War Gains", "provide the latest of many reminders of the effective- 
ness with which India has hitherto been shielled from the financial 
strains of the wart 17) The basis of the apportionment was 
questioned in view of the new situation arising ‘out of the Japanese 
ware It was pointed out that while large and expensive modern 
equipment was supplied to India free of charge “every bullet of 
Indian manufacture discharged by Indien soldiers in the Burmese 
Campaign is paid for on the nuil in sterling."( 18) The conception 
of India's defence, restricting ner lisbilities to her geojraphical 


frontiers was considered to be too narrow and accordingly the 


rrr eerste reat geeegeeraraeerrarene 


(16) Finance member's reply to Budget debates 1945-46. 
(17) The Economist: 63.1943. P. 302. 


(18) Ibid. 
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operation of the settlement was felt to be an inequitable disgstribu- 
tion of the cost of the joint efforts to defend India. A revision 
of the settlement was therefore demanded in the following respects. 
(a) The cost of the air forces (both ReAeFe. and ReIeF.e) should be 
paid by Indias. 

(b) Indaia should bear the cost of aerodromes for the American Forces, 
by accepting the reciprocal lease-lend liability. 

(c) India should take over the existing assets of the supply organ- 
isation at a certain reduced price. 

(a) The value of the equipment supplied by HeM.Ge should be set 
against the cost of goods and services supplied by India in 
operations outside . 

(e) The cost of re-conquest of Burma and the defence of Persia and 
Iraq should be debited to Indian Treasury. 

The Finance member flew to Lesion to discuss the question 
with HeM.eGe It was pointed out that whatever might have been the 
case in the early years, since the entry of Japen into the war, the 
cost of defence to India, even under the existing settlement “was 
so great as to impose a very heavy strain on India's limited 
financial re sources ."( 19) 

It is not necessary to discuss the merits of the proposal 
in respect of legitimate liability, since in a global war, strategic 
frontiers were overlapping and their definite allocation to vari ous 


countries was impracticable. The real lssue involved in the 


(19) Budget speech, 1943-44: Para. 23. 


Digitized by PPRACHIN, SOA 


- 120 - 


problem wags India's capacity. There were some who could not then 
seem to realise that India's financial capacity was fully reached, 
Although large war expenditure was incurred on behalf of HeMoGoe, 
in accordance with the settlement, the real expenditure in goods 
and services was met from India's resources, for which she was 
credited with sterling balances. Since India was actually bearing 
the entire real burden of the defence expenditure in terms of 
abstinence from current consumption, she could, it was argued, stand 
a mautcn larger share of the total expenditure to her accounts. This 
argument seemed to imply that India's eapacity was what could be 
extracted by sheer physical privation and even by starvation and 
famine .( 20) It was hardly a realistic approach for the apportion=- 
ment of the burden with reference to relative capacitles. And then 
the essence of the problem was not an alteration in the money 
accounts, but a relaxation in the all-out demand on India's re gourceg 
After discussions, HeM.Ge decided not to press the proposal. 
The original settlement remained as the basis of allocation through- 
out the war, its terms being interpreted according to changing 
circumstances . The settlement was devised in 1939, when major 
expansions in the fighting forces and supply activities were not in 
sight . With the intensification of war activities, there arose 
various complications in the allocation of the relevant expenditure . 
WIt goon became obvious that all expansions in the land forces in 


India mugt be considered as one joint war measure and the «cost 


(20) The main cause of the famine in 1943 was considered to be the 
method of war finance by which the British share of the expendi. 
ture was met from India's resources. Eastern Economist 5.11.43 
PP . 560-2 ° 


Digitized by PPRACHIN, SOA 


thereof should be divided in the following manner; - 

(a) That India would pay for the raising, training and 
equipping from Indian resources, of all land forces raised in 
India and for their maintenance as long as they stayed in the 
country and were available for the local defence of India. When 
they left for overseas, the cost to India of raising and training 
them and also of equipping them wolld be recovered from HeMeGe 
who would assume all further liability for theme 

(b) All imported equipment and stores for such expansion 
measures of the land forces from whatever source (except vehicles, 
armoured or otherwise from elsewhere than the UeKe) would be 
provided free by HeMeGe( 21) 

The Royal Indian Navy, in spite of expansions during the 
war, did not raise any problem in this respect, because it was 
wholly concerned with the local naval defence, and no difficulty 
was experienced in dealing with the joint naval measures in accord- 
ance with the principles of the settlement . 22) The air forces 
operating in and from India were considered as joint war meagures. 
Similar agreement was entered into regarding the activities of the 
supply department. India was to provide one-half of the capital 
and then own all the assets. Besides, although there was no 
direct mutual aid agreement between India and UeSeAe, India received 
some goods lease—-lent by UeS.Ae., and provided reciprocal aid to 


American forces within India's frontiers. These were liberal 


er RE PE EPO 
(21) Budget speech, 1943-4. Parae 28 
(22) Ibid: Para. 19. 
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interpretations, not contemplated in the original settlement and 
conceded in effect a number of points raised in course of the demand 
for revisione The wag” was an indivisible operation and, in actual 
practice, it was next to impossible to distinguish measures for 
India's defence from those for Imperial defemce, and the ma joirty 
of the machinery and operations in India were considered as joint 
war measures. The vagueness of the settlement and the interpre ta-~ 
tions put on its terms, led to public apprehension and criticigme. 
These were due not so much to the fairness or otherwise of the 
division of responsibility as to the consciousness of the imnhe rent 
weakness of Indian financial resources as Compared with those of 
other countries. 

It was unfortunate that the matter came to be argued from 
the point of view of legitimate allocation. There could not 
possibly be any definite conclusion on that score. It was useless 
to plead that the expenditure was undertaken to save India from 
becoming a Japanese colony. The fundamental issue involved was 
the strain on Indian resources, which was enunciated at the time 
the Chatfield Committee was appointed. Any equitable principle 
for allocating the burden should mainly have besen to place only so 
much on any country as corresponded to its economic capacity. A 
country with a larger per capita income could sacrifice a larger 
proportion of the national income than another where the margin over 
subsistence was exceedingly small. Judged from this point of view, 


India's share was enormous indeede The financial settlement, 
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conflicts with regard to its revision and its actual operation 
related to only ascribing the accounting counterpart between the 
two countries; but the entire burden during the war had to be borne 
by India. Consequently, as will be shown below, her economic 
belt was tightened much beyond the notch of safety. 

The sbove agreement did not cover the non-effective charges. 
Before the war, the Government of India and His Majesty!’ s Govern=- 
ment received from each other contributions in respect of so much 
of the pensions and gratuities of their forces as were earned in 
the sebvice of the other Government. The number of British ser- 
vice personnel in Indie far exceeded the Indian persomnel at 
Imperial stations and therefore India made substantial annual pay- 
ments of more than eight crores of rupees. During the war it 
became impossible to maintain the accounts of claims and counter- 
claims. After the end of the first ହମ war, the accounts had to 
be settled in a more or less arbitrary manner. A definite agree- 
ment was therefore reached with regard to the hnon-effective charges 
in 1945, which was made co=-terminous with the main ge ttlement.( 23) 
According to the terms of this agreement, the non-effective accounts 
between the two Governments were cleared as on lst April, 1939, and 
India made a lump sum payment of 20 crores of rupees on that 
account. India's net liability during the war was fully aksctianged 
by an amnual payment of 1.2 crore s.( 2%) 


(23) Budget speech, 1945-46: Paera.l6. 
(24) It was 1.8 crores; but due to the advance payment of the gum 
of 20 crores, it was reduced to l.2 crores. 
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The defence expenditure in India was shared, under the 
Financial stttlement, between the Government of India and HeMeGoe 
as follows; - 


TABLE 14 
(Rs. lakhs.) 


Year On India's, Recoverable 
Account( 25) From HeMeG se 
1939-140 HI ,54 h4, 00 
1940-41 73,61 535,00 
1941-42 1,03,93 1», 9h4,00 
19L2-143 2,67 ,13 3925, 
1943-414 3,95 ,86 39:77 567 
194h=l5 4 ,58,32 510s 
1915-16 3595 ,32 3, 74,54 | 
Total 17,43 ,71 17,39 ,.73 


instead of being terminated at the end of the war, the 
settlement was continued till the 3jlst of March, 1947, mainly on 
considerations of administrative convenience. MDuring the first 
phase of the war, the increase in India's defence expenditure was 
not very considerable and the war efforts financed from India on 
Imperial accounts were not very much either. With the onset of 
the Japanese war, there was rapid expansion in thes war efforts and 
overseas operations. Accordingly, with the large defence exrpendi- 
ture charged to the Indian Budget, an equally large amount was debited 
to HeMeGe Taking the entire period of the war together, about haif 
the war expenditure financed in India was recoverable from the 


ar atari ce erga emitter tai er rte npn r0mt0anaran renee erates Rete teeter eer 


(25) Includes expenditure in the defence budget charged to revenue 
and defence capital expenditure. Details are analysed in 


the following sectione 
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British Government in terms of the financial settlement. This 
large amount was credited tD India's account which was accumula- 
ted in her sterling balances. She suffered untold privations 

in financing this expenditure and had a sewere economic breakdowne 
Naturally therefore she earnestly expected to build up her 


economy with the aid of these accumulated balances. 
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Var Expenditure in Indiae 


In this section an estimate will be made of the total war 
expenditure incurred in India and the burden it imposed upon her 
re sources . On the basis of the financial ‘settlement, the expendi- 
ture vas shared between India and Gt. Britain. The amounts ghown 
as expenditure on defence EE charged to revenue did not con- 
stitute the total war expenditure incurred on India's account. 
There were further amounts egpended for fighting the war which were 
shown under certain other heads of accounts in the budgets. It 
is necessavy therefore to examine the war budgets of India mimute- 
ly in order to make a precise estimate of India's total war 
expenditure . 

In accordance with the terms of the financial settlement 
the net defence expenditure charged to the revenue of the Govern= 
ment of India was shown under four separate 4 8 The first 
item showed the normal peaceo~time defence expenditure, which was 
taken to be equivalent to the budget estimate of the effective 
charges for 1939-40. The second item showed the additional 
amounts incurred during the war on account of the rise in prices, 
in maintaining the peace-time fighting services. The total war 
expenditure incurred in Indias over and above the amounts shown in 
these two items was shared between india and England, and the 
amount charged to India's account constituted the third item. 
Under the last item were shown the non-effective charges, which 


included the payments made to the British Government in re spect 
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of pensions and gratuities carned by the British forces in India. 
The following table shows the defence expenditure, under the four 


items, charged to the revenue of the Government of India. 


Tsble 15 
Net Defence Expenditure charged to Revenue, 
(Rs. lks) ” 
Year Basic Hf fect of India’s Non Total 
Normal rise in ar Effective 
Expendi- prices on Measures Charges 
ture. normal € Xx-- 
penditure . 
1939-40 36,77 1,19 3 »52 8,07 L9 ,5l 
1940=41 36.77 2:57 25 , 90 8,368 73,61 
1941-42 36,77 4+ 539 5h, 8,33 1,03,93 
1942-43 36.77 75.97 1,61,63 8,26 2,14,62 
1943-14 36,77 14 , U4 2 ,98,75 6,44 35,58 ,40 
1944-45 36,77 16,73 3,30 ,61 9,38 3995 ,149 
19L5-146 36,77 19 , 22 2,93,83 10,41 3,60,23 
_Total 2,57 ,39 68,51 11,68 ,68 61,27 15 55 , 82 


t may be noted that the total .amount of 15,56 crores was 
not the defence expenditure incurred by India on account of the war. 
The basic normal expenditure would have continued as standing 
charges in the absence of the ware The sum of over 68 crores on 
account of the rise in prices did not represent any addition to the 
real burden of normal defence . The non-effective charges on reven- 
ve account continued throughout the period at about the pre-war 
level. Strictly speaking, therefore, the burden directly attribu- 
tableto the war was 1169 crores of rupees, which was expended under 
‘India's war measures'. This may be a correct figure from purely 
the accounting point of view, but properly speaking, defence 


expenditure in peace-time is incurred only to make the war-time 
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expenditurs more efficient. The additijonal expenditure incurred 
for the war camnot alone be taken into account for assessing the 
extent of the burden on Indian economy. Hotence expenl Murs 
being an exhausting expenditure, the normal peace-time charges as 
well as what was directly attributable to the war represented the 
aggregate strain on the resources of India. 

The above table shows only the volume of expenditure charged 
to revenue accounts. Any casual observer is likely to take this 
as the total war expenditure of Tndia. But there were other im- 
portant items as well. An examination of the capital accounts 
shows that substantial amounts of defence expenditure vere included 
in that section of the budget from 1942-13, By analysing the 
defence budget, Government came to the conclusion that the expendi- 
ture contained many elements of a capital nature ‘against which 
tangible and valuable assets are held'. Accordingly it was de- 
cided not to include these items under revenue accounts. They 
were, instead, treated as capital expenditure and the loans on 
those accounts were evidently not consj.dered unproductive. The 


principle items of such expenditure were as follows: (22 
(1) capital outlay on providing air fields and other ground 


facilities for air forces; 
(11) India's share of the capital cost of industial expansion, 
(111) Capital outlay on air fields, etc. provided under recip- 
rocal aid arrangements for U.S. forces in India, 
(iv) Cost of constructing new capital ships for the Royal 
Indian Nav§, 


(1) Budget speech, 1943-41}: Para .28. 
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(v) The defence share of capital outlay on the scheme for 
extension of tele-communications in Indias 

To these were added the capital outlay on the Chatfield 

modernisation plan and, in 1944-45, the lump sum payment to 
HelieGe under the “non-effective" agreement. 

“It would be quite in accordance with the general practice 
of government" declared the Finance member, “to charge such emxpendi=- 
ture to a capital head, although this course in the past has not 
been followed in the case of defence expenditure" (2) Under the 
different items classed as capital expenditure, large sums were 
expended during the later phase of the war, as will be seen from 


the following table. 
Table 16. 
Defence Capital Expenditure 
(Rs. Lakhs)*® 


Items 1942-43 1943-44 1944-45 1945-146 
(i) Air fields 23,54 14,67 15.82 
ii) Industrial expansion 5,71 3.32 « 3,68 
a i) Air fields for 
UeSeAe forces 8,56 15,34 15,54 
(iv) Construction for 
ReIeNe 3,36 52 2,16 
Te le ~communi cat ions 8 3,61 5,59 


Chatfield equipment 11,14 
(vii) ‘lump-sum ' non- 


effective! payment —- - 20 00 
(viii) Exchange 3 
Total 52,51 37 ,46 62,83 35 , 09 
rere enero rear Cee Preteen ee Gere CePA 


Total for the four years ~- 187,69 
(Details fbr 1945-46 are not available) 


rn 


(2) Inia. 


Denna Grr Cn 
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The main items in the capital accounts of the budget 
“following the general practice of government", kad previously 
been the capital outlay on railways, post and telegraph and 
irrigation WOrkS e These brought into existence tangible and pro- 
ductive assets which were calculated not only to pay tneir way, 
but even to prove as rather profitable investments. The air 
Pields for India or the U.S. forces and the new constructions 
for the Royal Indian Navy could never be considered as assets in 
that sense, and logically, then, all the military works like 
cantonments, quarters, hospitals, ordnance factories and water and 
electricity installations for the forces should be classed under 
the category of capital expenditure. It was doubtful how far the 
industrial eximsions undertaken for the war purposes would be of 
any use in the post-war nornal economy. The same question could 
also be raised with regard to the tele-communjcation works brought 
into being to aid the operations . The Lurip~sum payment of the 
non-effective charges to H.#.Ce. could rightly be considered as tne 
capitalised value of the future annual payments, but in that cage 
the interest payments on that amount should thereafter be shown 
under the defence expenditure charged to revenue. Otherwise, many 
of the recurring: charges could thus be capitalised, with the result 
that a very small amount would be shown in the defence budget proper 
charged to revenue. Further it was very unusual to class the 
re~-equipment expenditure on the Chatfield modernisation plan ag 
capital expenditure . The adoption of this accounting system was 


perhaps a device to present a lighter picture of the war burden on 
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the Indian economy. But apart from the merits or otherwise of 

the particular accounting method adopted, the entire capital ex- 
penditure on defence imposed a burden on Indian inane and re- 

sources exactly in the same manner as the expenditure charged to 
revenue . 

A further serutiny of the budcetis brings out that apart from 
the war-time activities cenFormed mope or less by the different 
departments along with their normal functions, and even the expan- 
sion and creation of new ndministrative departments for the purposes 
of the war, (2) certain items of expenditure were dircctly and ex- 
elusively undertaken on defence accounts. These items with the 


amounts spent thereunder during the war years are given below. 


Table 17. 
War Expenditure not included in the Defence Budget. 


(Rs. lakhs) 


Year “i xpenaiture Oe Civil Defence Total 
connected with Central Provincial 
the var" (14) Budget Budge t 
1939-40 15 = 15 
19Le-41 1,18 - - 1,18 
1941-12 4,63 aE = 4,63 
1942-43 2h ,2l4 6,15 5,85 36 ,2l4 
1943-414 25 ,46 5,19 5,91 36 ,56 
1944-45 27 ,20 3,76 4578 35 , 74 
1945-46 19 ,35 1,52 3»79 24,66 


Total 1,02 ,21 16,62 20,33 1,39,16 


rene rent WE See Aree eee Hien ema ase 


(3) The existing defence department was re-named the "war department 
in 1942-143 and a new defence department was created. 


(4) This is analysed in Chapter Vi. 
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in the defence budget proper. the expenditure on them were 


specifically incurred for the purposes of the ware The total sum 


spent under these items was considerahle, though the amount against 
any particular item in eny particular year did not appear very 


large. It is only logical that in any computation of the magnitude 


of India's war expenditure, these miscellaneous expenses shown. :out- 


° 


side the defence budget should also be taken into account. 
The foregoing accounts show the total cost cf the war 


charged to ‘the government budgets. To this must be eadded the 


expenditure incurred on behalf of H.M.Government (wnich vas not 
shown in the budget of the Government of India) in order to estimate 
the aggregate draft on the Indjan resources for fighting the ware. 
The sum total of the expenditure is shown in the following table, 


Table 16. 


Total War Expéndi ture in India 
{Rs. iakhs) 


tree 


Year mxpenditure charged to Indian Budgets, Ricover- 
Revenue Account Capital - able Total 

In Defence Mi sce Account iuxpendi- 

Budget Expenditure ture 

(Tanle 15) (Table 17) (Table 16) (Table 14) 
1939-10 49,54 15 af L O00 53,69 
1940-41 73,61 1,18 = 53 , 00 1,27 5,79 
1941-42 1,03,93 l1,63 - 1,814 ,00 3,02,56 
1942-43 2,1L4,62 36 ,24 52,51 3 925 ,l48 6,28 ,85 
1943-14 3,58 ,40 36 56 37 ,46 3.77,87 8,10,29 
1944-45 5,995,149 35,74 62,83 4,10 ,8l4 0 20 
1945-46 _ _ 3,„60,23 24,66 _ 35, 09 3s 7h, 5h 
Total 15,55,82 _1,39,16  A1,87,89 17,39,73 EE 


was of the magnitude of 36,23 crores of rupees. 


Thus the total direct financiul burden of the war on India 


During the world war I, the defence expenditure of the 
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Government of India amounted to 212 crores of rupecs.e India made 
a contribution of 177 crores towards the war costs of the United 
Kingdome Besides, an expenditure of 316 crores was incurred on 
behalf of the Home Government in fincncing theif pyrchases and 
other var services. ‘The aggrecgatc financial burden of the war of 
1914-18 on India was thus of the order of 705 crores .(5) 

It can thus be seen that in terms of muney the direct cost 
of the war of 1939-115 was more tann five times the war expenditure 
incurred in India during the first world war. But a proper com- 
parison must make allowance for the difference in the price levels 
obtaining in the two var perjods.e This introduces complications. 
Defence expenditure during 1939-16 vas not affected to the egeanme 
extent as the rise in the index of wholesale prices. The increase 
in the salaries and allowances over the pre-war rates paid to the 
fighting personnel and the ancillary services was much less than 
whe enormous increase in the general ‘price level. The charges for 
military transport on the railways viere not increased during the 
PE prices at which general stores and munitions were obtaine 


were seldom higher, zcind, in some cases even lower, than those 


(5) In the following statement, full financial years from 1914-15 


to 1918-19 have been taken into account. 


Defence ExpenditureeWar Contribution.Expenditure on behalf 


ma Rs. lekhs Rs. lakhs HeM.Ge (£ millions 
1914-15 30 ,65 —- - 
1915-16 33,39 mn 19.0 
1916-17 37 ,49 MA 38 .5 
LC »56 1 I ’ ଠି {2 ¢ 3 
1918-19 CO 212 Et ° 
2,1ll,81 ls? ; 0 210.8 | 


= Rse 316,20 lakhs 
(@ Rs. 1 = ls.hid) 
Grand total = Rs.704,61 lakhs 


(6) gee Chapter 1X. 
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ruling in the United Kingdom,(7) though the general price level 
in Indla was much higher.(8) The controls established over a 
range of commodities required for military porpaoses made a sharp 
contrast between the prices paid hy the Government and those by 
the private consumers.(9) For all these reasons, the increase 
in the war expenditure on account of the ¢ in prices was much 
less than what was recorded in the wholesale index. 

The effect of the rise in prices on defence expenditure was 
clearly indicated in the financial statements, where it was separ- 
ately showm to what extent the basic normal expenditure was 
inflated on this account.(10) Cn that basis the total defence 
expenditure can be converted into what it would have been in 


terms of the price level of 1938-39. 


(7) Fourth Report from the Select Committee on National 
Expenditure. Segsion 194-45: Parael7. 


(8) tiholesale price index: 1939=100 (original base: -U.K 1G 30 
India-1914) 


UK eo India 
1940 eel32 oe A111 
1941 ° el 48 ° ° 129 
1942 ° el 5l4 oo 171 
1943 «e157 ee 285 
1944 .ol6l ee 277 
1945 «164 .. 268 
{R.B. of India Report on Currency and Finance 1946-47) 


(9) When the private consumer of cloth paid 5 times the pre-war 
price in 1943, Government paid only double. (Fourth Report 
Op eCit ePnra oll) 


(10) gee table 15. 


Digitized by PPRACHIN, SOA 


= 155 = 


Table 19. 


Defence e Expenditure in terms of 1938-39 Pricese 
(Rs. lakhs) 


Year Defence Extent of Rise Defence Expenditure 
Expenditure in prices over in terms of the 
1938-39. price level of 
79 1938-39 
1939-40 53,69 3 52,12 
1940-141 1,27 ,79 1 1,19 ,L1L 
1941-42 3,02,56 12 2,70,1l4 
192-143 6,28 ,65 22 5,15 ,15 
1943-44 8 ,10.29 39 5,82,91L 
191445 9 ,0L4,90 51 5.99, 27 
1945-146 7, 9,52 p52 5,22, 71 
Total 36 ,22,60 26 ,62 ,07 


The total direct financial burden of the war was therefore 
of the order of 2662 crores of rupees in terms of the price level 
in 1938-39. No data are available as to how far the war expendi- 
ture during the first great war was inf lated over the 1914 prices. 
Control in respect of supply was not, however, properly developed 
during this period, and a sharp rise in the uenerel price level 
occurred only towards and after the end of the war.(l) In view 
of these considerations it will not be unreasonable for purposes 
of comparison to convert the expenditure incurred in financing the 
war to the 1914 basis, with reference to the changes in the whole- 


sale index. (12) In terms of the 19D4 prices, the defence expendi 


(11) Wholesale index; - 
1914 - 100 1916 = 128 
1917 = 145 1919 - 196 


(12) Defence expenditure during the world war I, in terms of the 
1914 price level;- 
J9ll-15 - Rs. 30,65 lakhs 1915-16 -~ Rs. 55,26 lakhs 
1916=17 - Rs. 74,1 lakhs 1917-18 = Rs. 209,31 lakhs 
Total -~ Rse 489,47 lakhge 


1915 - 112 
1918 - 178 


Digitized by PPRACHIN, SOA 


- 136 - 


ture incurred from 1914-15 to 1918-19 wags 489 crores, and from 
1939-40 to 1945-46, 2772 crores.( 13) Thus, in real terms, the 
financial burden of the second war was about six*times that of the 
first. Besides, the first war was fought far away from India's 
shores; but from 1942-45, the fighting was on her very threshholde 
India was made a principal base for the Allies! operations. This 
had its necessary repercussions and therefore, the real cost of the 
second war was much greater than what was refebcted in this com- 
parative direct burden e It is thus evident that the sacrifice 
India had to undergo was of immense proportions indeed. 

A measure of the burden of the war is by reference to the 
proportion of the national income or national product absorbed in 
the war expenditure. On this basis, the cost of this colossal war 
to all the belligerents was undoubtedly enormous. In 1944, the 
important nations among the Allies had to devote between 4h to 55 
per cent. of their national incomes for fighting the enemy,.( 2M) 
There has been no estimate of the national incqme in India for the 


war years, to ascertain the comparative burden of the war. Bre 


Arm arm res rrr ier. aero Een ge Retna ames arteritis at ahaa ardent madi ata pee mere wr taer rm ite Ae Ate grees 4m pgn anaemia ptr nau onrrernsgadorrmdite ait uae crimedog 


(13) Wholesale index:= 1914 = 100. 1938 = 96. 


2662 crores in 1938-39 was therefore 2772 crores in 
terms of the price level in 1914. 


(14) In 1944, the peak year of the war, the percentages of 
national income devoted to war were as follows: - 


Great Britain - 55 


Russian = 44 
Australia - 44 
Canada = 52 
New Zealand = 149 
UeS eA eo — 46 


(See JeL. Gibson's article in the "Times", l4.5.47) 
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VeKeReVeo RAO ES5timated the income of British India for 1931-32 at 
1689 crores of rupees. In the immediate pre-war years it was 
taken to be not much different from this. 25) Prof. Shirras con- 
sidered the national income in 1938-39 to have been of the order 


(216) 


of 1800 crores, which may be taken as the basis for estimating 


the extent of the financial burden of the war. Under the pressure 
of the war, there was conetderable change in the quantum of ‘the 
national income, but it is extremely difficult to state the extent 
of the increase. “The war has exploded traditional economic 
magnitudes of all kinds, but most dramatic has been the vast ex- 
pansion in output -~ particularly in the United States, but also in 
Canada and the United Kingdom".(17) hile guch vas the case in 
the major industrial countries, India registered only a humble 


expansione The agricultural production in 1944-45 as compared 


with 1938-39 can be seen from the following tahble. 


Table 20. 
Area and Yield of Important Crops. 


Crope Area under the crop Yield in 1944-45 
(millions of acres) as pe room tape of 
Trem 1936-7 to 1938-9 
Average of 1944-145 
1936-7 to average 
Rice 72 eB 83.9 108 
Wheat 34e7 36.0 10k 
Groundnut 8.0 10.6 122 
Rape & Mustard 5.6 56 106 
Sesamum 4.3 3.9 92 
Lingeed 3.8 3e5 89 
Castor seed le3 le5 115 
Sugar cane 3.8 el 107 
Cotton 24.6 L448 62 
_Jute __3.0 2.2 __ 78 
(Source: Indian Trade Journal 
a ede rr 


(For references see over) 
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Under the groi-more-food campaign, the area under food 
crops in 19-45, particulariy uncer rice, was appreciably larger 
(4 
than before the war, but this was secured largely at the expense 
(sR) 


of comercial crops. Tne acreage under the principal avps in- 


creased hy about 2 per cent., but the yield’ was not commensurate 


Ee . (18 
witn this increcane. ) 
° 
There wes substantiel Pali in the production of cotton, 


jute and sore of the oilseeds. At any rate, it jis cvident that 
the improvement in egricuviturol prodvetion in i9lbeli5 weg not of 
ay matGlas CLL fiCuWNCS a 


There was of course conrsicercble cxponsion in industrial 


produce tion. Tae expansnio.e Wo for tae ost part confined to 
infustries tha bad Dec weil ectcblished before Tne war. The 


CoLlowirg tehble suocvwe the Trend of production in sors of the 
Ld 


irportant industries. 
Table 21. 
Inddievs of Industrial Production. 
(1938-39 = 160) . 


1939-40 1940-42 lo4l-42 192-43 19L3-l4 19Ll-45 


Cotton Piece Goods 94 100 105 ୨6 i114 111 
Jute Manufacture 105 91 103 ଶଶ 77 80 
Pig Iron 116 124 128 i144 107 82 
Steel Ingots 110 132 140 i353 140 128 
Finished Steel ll4 133 145 1354 145 136 
Sugar 140 127 7 118 122 117 
Coal 101 105 107 102 91 98 


varer _ 118 a: 158 11.0 121 12 
(Source: Computed from the figures of production in Monthly Survey 
of business conditiona in India} 


(155 In fact, Sir James Grifg (Finance Member) stated in course of 
the debate on the income tax bill in 1938, that the national 
income in 1937-38 was about 1600 crores. (Leg.Assembly debates 
l2.lt. 8 

(16) a ae Federal Finance in Peace and War. P.178. Accord- 
ing to him the income in 1951-32 was 1700 crores which was 
nearly the same as Dr. Rao'’s figure. ` 
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(Note: (a) Sugar production fluctuated much from year to year. In 

1938-39 it was very lowe The average ,of three pre-war 

years has been taken as the base e 

(b) Indices for paper have been based on provisional figures.) 
Considerable as was the increase in production in certain 

industries, the expansion in industrial output as a whole was not 
very large. The index of industrial activities computed by the 
Capital showed an increase of only 9 per cent. in 194-45 over the 
1938-39 level.(19) This picture is, however, incomplete unless 
account is taken of the great developments in industries producing 
essentially war goods. Figures of production of such goods were 
withheld from official publications with a view to maintaining 
secrecye A better account of industrial expansion as a whole can 


be obtained from the figures of employment in the factories. 


Table 22. [ 
Average daily number employed . 
(in thousands) . 
1949 194 1945 
Government and local fund 
factories 132 421 457 
All other factories 1,619 2,102 2,186 
Total 1 1 2,52 2,6 


Increase in 1944 over 1939 = 43.5 per cent. 
Increase in 1945 over 1939 = 50.9 per cent. 
(Source: Indian Labour Gazette) 


(17) Musgrave and Seligman in Federal Reserve Bulletin: Janel9i4. 
Pel8. 
(18) The increase in the acreage under rice, for instance, was 
15 per cent., but the yield was only 8 per cent. higher. 
(19) Original base : 1935 = 100. 
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Compared to 1939, the volume of labour employed in the 
factories increased by 44, and 51 per cent. in the years 1944 and 
1945. But it cannot be said that factory Spoduetion increased in 
the corresponding ratios Allowance should be made for the war- 
time diminution in efficiency on account of °the necessary lack of 
machinery and equipment, and the continuance of sub-marginal firmse 
It is reasonable, at any rate, to Conelude that the production in 
Orgenised industries in 194-45 was 40 to 50 per cent. above the 
pre-war level. The small-scale industries also received a stimu-~- 
lus on account of the war and there was a certain amount of ex- 
pansion in their production. WVhen imports fell off and the large 
Scale industries were working under high pressure to supply war 
requirements, there was an increased demand in the country for the 
products of small scale industries. Orders were also placed on 
these industries for the supply of goods for war purpose sse In 
1942 steps were taken to meet the changed situation arising out of 
the Japanese advance, by making increasing use ‘of the war potential 
of the small scale industries, and the supply department placed 
gubstantial orders for their products. There was thus a consider 
able increase in the output of these unorganised industries, but 
no data are available to measure the extent of their expansion. 

It was, Considered that a most optimistic estimate of the increase 


would be 25 per cente over the pre-war production. (20) In Dre 


rere rnin erent errata eee ie rea 
(20) Eastern Economist: ll.8eli4« Pell2. 
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Rao's estimate of nationsel income, industrial production accounted 
for only 18 per cent. of the totsl nationnl dividend.e Even if it 
ls assumed that the total industrial expansion “as of the order of 
about 50 per cent., in the context of the predominently agrarian 
economy of India, this would have increased the total national 
income at the most by 10 to 15 per cente 

It hes already been pointede out that the financial burden 
of the war on India in 19ll-li5 Was of the order of 599 erores in 
terms of the prices level. of 1936-39. Assuming an increase of 
15 per cent. in the national income in that year, 29 per cent. of 
the national income was consumed by the war expenditure incurred 
in India. As against the proportion devoted to war expenditure 
in the major countries, this might appear small’y but this would 
be a misleading picture of the relative burdens of the war. “if 
cach country devotes roufghiy the samé fraction of its national 
production to war", sald President Roosevelt in 1942, “then the 
financial burden of the war is distributed equslly among ‘the 
united nations in accordance with their ability to pay“. i This 
necessarily presumed that the per capita income in all these 
countries was more or less the same and the rate of expansion 
during the war was of ecqunl proportionse This was far from being 
the case. Expansion in production was very small in India. She did 


not have such large unused industrial capacity as U.S.A. nor did 


(21) On that assumption of 15 per cente “ncrease, the national 
income in 1944-45 was 2070 crores in terms of the prices of 
1938-39, 

(22) “Quoted by JeL.Gibson in the Times, l4+5eli7. 
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she possess the resources for rapid capital expansi one The 
capacity of a country to stint depends upon the excess of its 
national income over the margin of subsistence. The pre-war per 
capita income in India was in the neighbourhood of 65 rupees A 
year. "It is estimated at pre-war prices that the cost of a 
balanced nutritive diet would he approximately Rs. 65 per annum 
for a gt wing adult and very little less for a growing chilan( 23) 
Thus the whole population could be properly fed only if almost the 
entire income was devoted to this purpose . The masses in India 
have an exceedingly low standard of living and a very large number 
is underfed even under normal conditions. It is true that the 
businessman utilised the war to his best advantage and made enor- 
mous profits; but the masres of the people had to undergo untold 
privations . “India is a land of small margins indeed; and the 
war by wiping out the margins from which cities and landless 
labourers are fed, has transformed grievous poverty into gravest 


(24) 


distress ." The war imposed a sacrifice of 29 per cent. from 
the national income which was increased only by 15 per cent. This 
sacrifice reduced consumption to about 80 per cent. of the pre-war 


level and thereby trenched upon the minimum of survival. 


(23) The industrials’ plan for economic development of Indi@. Pare.ll 


(24) quoted from the ‘Economist' by the ‘Eastern Economist"; 
18.2.1 Pe2143 < 
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Observations on the Future Burden of Defence. 


It may be worth while to make a few general observations 
on the future of defence expenditure in Indiae what will be 
its volume with the return of normal peace-time conditions? JDe- 
fence expenditure is no doubt a drain on the resources of the com- 
munity; but national security has to be organised in conformity 
with the realities of the situation. hatever is the political 
party in power, it will have to undertake the heavy responsibility 
oF taxation for maintaining effective defence services. 

Before the first vorld war, India spent about 29 crores 
on the average on national defence. After 1922, there were 
deliberate attempts to reduce the expenditure from the high levels 
reached during and after the war, and the pressure of economic 
circumstances forced considerable curfjailment.e Nevertheless the 
rock bottom reached was 45 crores, which was inore than 50 per cent. 
higher than the pre~191l; average. “India in fact" remarked 
Layton, “has not obtained any relief from the greater sense of 
world security which has succeeded the (first) great war." (1) 
The second war has not, to say the least, brought about any ime- 
provement in national security. The cost of defence has therefore 
to take due account of the international situation. 

India (and Pakistan) is not only in a position of vulnsr- 
ability, but is situated gn the centre of a vast region where the 


OOOO OOD DD ee OO OOOO OOO OO OOOO AOC OOOO OOOO OOOO OOOO EDP OT OD 
(1) Report of the Statutory Commission, Vol II, Pe217 
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economic and power interests of leading nations are likely to 
crashe Th? two Dominions are in imperative need to maintain 
adequate forces for defending their national security. Before the 
war the land forces of India vere organised with reasonable effic- 
iency, but she had scarcely any naval or ai¢ forces. Her expendi=- 
ture on the two latter components of dsfence were insignificant. 
The ReI.Ne. and the ReIeheFo at the end of the war were still in 
their infancy. Both India and Pakistan have got to build up and 
maintain well-equipped navies and air forces. Increase in the cost 
of defence is therefore inevitable. Besides, the division of ‘the 
country into tivo states will necessarily mean a larger defence 
expenditure of the two together than what would have been if the 
country had remained united. The strained relations between the 
two Dominions hag become an unfortunate factor. As long as this 
continues not only have they got to aia a a adequate forces 
against other nations, but may have to bear additional defence 
burdens as against each other. 

One might clearly visualise that in spite of the vehement 
and persistent criticisms that used to be levelled against Indian 
military expenditure, the normal defence budget in the post-war 
years will attain a much higher level for the two Dominions to- 
gether than the pre-war figure. The fact that in the first decade 
of the century, defence expenditure was a very much smaller 
figure is now only of historical interest. The cost of defence 


before the war was heavy in relation to national income and 
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government revenues; but it may become even heavier in the post~- 
war years. One consideration may pernaps point to a certain 
reduction. A British soldier was three-times as expensive as an 
India solider.(2) Completely nationalised forces will, to a 
certain extent, bring down the cost of natijsonal defence. Neve r- 
theless, it is futile to expect a return to anywhere near the pre- 
war level. Defence expenditure vas particularly heavy on account 
of the low level of national income . The country has been awakened’ 
to secure a rapid economic development, and the Government is 
determined to execute comprehensive plans for the purpoge e Thus, 
though in absolute amounts the defence expenditure may have to be 
larger than it was in the pre-war days, with accelerated economic 
development a lower proportion of the national income may be 
devoted to national defence. It must further be recognised that 
a country which improves its standard of living, its social 
services and industrial potential is likely to be in a better 


position to meet any national emergency . 


(2) Pay and allowances: - 


of a British soldier -—- 3850 Rs. a year. 
of an Indian soldier - 285 Rs. a year. 
(gome Facts and Figures about Indian Defence, 1935-36, P.28) 
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CHAPTER VI 
NON=DSFENCE TXPTNDITURE 


(A) Civil Uxnenditure of 
The Central Government. 


“hen a colorsnl war wae being fought, the fincences of the 
Government were necesserily overwhelmingly dominated by the 
mounting defence exnenditure, HFHeverthelens, there vas oige 

° 
nificant exnangcion in the civil functions of the Government 
of India during thie period. The amount of civil expenditure 
was meilntained at about the prsewar level during the first 
phase of the var, but there vas considerable incrense during 
the later years. Not only did the circumstsences obtsining 
during the period necessitate additional expenditure, but 
many Ateme classed as "civil" expenditure were in fact closely 
connected with the rar, The arxnangion in the civil budget 
is shown in the’ following tsble. 


Table 23. 


CIVIL EXPENDITURE 


p IA 

1038-30 38,07 
1039-20 A5,03 
19A40-A1 AO, 657 
19/2/53 74 ,A3 
1943-44 83 ,A4 
19AA-A 101 , 22 
1°45-4 leA ,34 


Up to 1941-42, there was scarcely any visible change in the 
total of this expenditure; but thereafter, it increased at a 
rapid pace. In 1945-46, it became more than three times 


what it had been before the war. Thie was to a large extent 
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inévitable since the war affected directly or indirectly all 
the activities of the government. Ag the wor entered into 
a critical stage and ite repercussions became more acute, the 
activities and connseavently the exnenditure of the civil ade 
ministration had to be Ancreaced consifleranlv. “ith tre 
cae. sation of hostilities, although there was ao decline in 
the defence expenditure in 16045=A6, the civil exnenditure 
regietered a further incrense to meet the aftermath of 
the wor. 

The "civil" budget tras comnrised mainly of three 
broad end distinct clacsee of expenditure, The firet 
clases was the exnensce of collection or the direct demands on 
revenue, which had necessarily to be increased with the in= 
creased and new forme of taxation. Tren came the debt sere 
Vices which elso became larger with the exnansion of war 
debts. And lastly there were the charges under civil 
functions proper, with the fifferent activéties undertaken 
by the government. It ic necessary to examine this last 
category of exnenditure in order to understand the nature 
and develonment of the civil functions of the Central 
government during the war anc assest their significance 


for the future. The following table gives the main sub- 


heads constituting this expenditure, 
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PABLE 2/ 
fynenditure ( in lakhs of rupnses) on:- 
୮4 


YHAR CIVIL ADMINS CIVIL “PRES AYD PXBRA-OFNINARY 
Ign ATTON O7HDR “NaLTC Tlie ITNHS 
oony ones 

1038-36 30,00 2,52 J 
1030-40 11,12 2,6 3 
1040-41 312,43 2,୧୫ 1,22 
16A1-4A2 3 21 23 , CO £, 65 
1°s2-A3 16,76 3,07 30,41 
1943-42 18,72 2,55 30,65 
19/4/=A5 c24,02 1,78 FE 
1045-46 ୫୧ 0 1,38 223 


4 


f was Amperetive that the civil works nrogramme should 
be resuced until the return of better cays. It wae accord- 
ingly limited to the bare irreducible minimum. The cherges 
under civil administration, however, increseed from about 11 
crores of runees to more than 29 crores. ihe level reached 
in 10/5-/46 wae thus about three times what it had been before 
the wer, The expenditure under the ert rae Gre Hey 4 teme" 
was almost nothine in the immediate pre-war year, , During 
the firct three years of the war, it wos ctill quite small, 
but from 1042=-A3, as long as the war lasted, the amounts 
enent under thir head became mich larger than even those 
under c¢ivil asdminietration. 

The expenditure under the "ertra-ordinary items" 


during this later phase of the war was conetituted as 


follows i= 
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items 1C/2=4A3 i L9A/A-A 3 /D-/6 
FExinendciture connect 

ected with the war. P2A,2/ 25 ,/6 27,20 10,35 
Civil defence 6,15 5,10 3,76 1,52 


Expenditure connect- 
ected with nost-war 
planning. - - 7 AB 
M4 gcellaneous 2 = 1 


te 


In addéition toe nctual siaktine, a number of activities 
hed 0 be undertsken for the defence nf the country, Ags the 
war nrogresced, civil defence measures and air-raid pre- 
cautions hed tn be nrnvided thrnughout the country and large 
amounts were snent on thie account. “fhen fighting took 
place on the thresnold of india, ¢3}vil pioneer forcee had 
to be organised end war technicians trained in large numbers 
to ascist the fighting forces. Government hné to incur 
coneiderable exnenditure in resnect of the evacuees from 
Burma and for the maintenance of interneee from enemy 
countries in India. Tn a number of instances, as An the 
case of the Sombay Gocks explosion, compensation had to be 
naid on account of war injnries. Various miscellaneous 
activities had to be undertaken for censorship and war 
propaganda. The amounte spent under these accounts con- 
gtituted mainly the "expenditure connected with the war", 
Thus, excepting for the emall amount shovnm under the expenw 
daiture connectéd with post-war nlanning and development, 
the whole of the expenditure under "extra-ordinary items" 


was directly concerned with the operations of the war and 
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should therefore be coneidered as defence expenditure, (1) 
But these were executed by civil adm’nistrative departmente 
it was 2 matter of formal convenience that they 
formed s&s pnart of the civil budget, So far an thie expend- 
iture was concerned, there vas no change in policy with 
regord to civil functions of the central government, nor was 
there any development which *nointed out the need for any 
modification of the activities in future, 

It was An the exnaeanditure under civil administration 
that certain Gevelonments were cignificaent. An examination 
of the imnortant features will bring out how the central 
civil functinns and the central-=provinciel relationshin 
tended to be modified during the war period, 

The rise in prices, wae, no doubt, responsible for a 
ennsiderable inereese in the civil expenditure, Government 
had tn pay not only higher prices for the articles they 
nurchased, but also increoset $e remuneration to their 
employees. Only a small beginning was made in March 1941, 
when amounts varying from one to three rupees were sanctioned 
in the case of the poorly paid emnloyees drawing selaries of 
thirty runees or less a month. On account of the sharp and 
wide-spread increare in the Coet of living in 19/2, a 


Comprehensive scheme of "dearnese allowances" was introduced, 


aaa maar eae tetera tae eres 


(1) These have accordingly been taken Anto account in este 
imating the war expenditure. Gee chapter V, 
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In recognition of the genuine differentiation between the 
needs of the clerical and non-clerical Jorw-naid employees, 
two pay-rangeg were adonted and within ନିଟ ranges, allow- 
ances were granted af flat rates, allowing thereby for the 
more nressing needs of the noorer ennkoyees.(2). The rates 


of allowance and tle range of nay were increased in 1943 


LJ 
and further egain 10//Z when Rs.18 was paid fo the employees 


drowing un to Rs. 250 es month. the increasingly high price 
level necessitated allowences for higher officers as well 

and in July,1944, a scheme of "war allowances" was intro- 
dauced for the garettied officers(3)., The rete was 10 p.c. 

for married officers with calaries not exceeding Rs.1000 a 
month and 5 npn.c. for unmarried officers with monthly salaries 
of not more than Rs. 750. This was revised in January,1945 
when married officers with less thon Rs.1500 a month were 
granted 17 p.c. and ummarried officers with less than Res. 
1000,73 n.c., subject to certain nrescribéd minima. None 
gazetted servants vere allowed to dra the dearnese allow- 
ance or the war allowance at the rate of 17%, whichever 

was greater, The dearnsse allorvance showed consideration 

to the low-naid employees. But the adoption of the percent 
age rate under the war allowance scheme left the wide dif=- 
ferences in, the salaries sacrosanct, except in respect of the 
employers at the very bottom, where the flat rate of deare 


nega allowance was appreciable in relation to their salaries, 


2) Exnlanatory memorandum on central budget for 1943-AA FP, 9A. 


(3) Thies scheme was known as “war allowance" in dietinetion 
from the previous “dearness allowances". The difference in 
Contda/over. 
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“ith regard to the effect on Government finances, theee 

AT ouanGen necessitnted an additional expenditure of about 
6 crores of runces under ail the civil heads, in the last 
year of the war.(4J. Government had to nay higher prices 
for the different nrtieles they required and “hic was re 
snronsible, to gnome oxtent, for increased expenditure, The 
two together were, of ¢éonurse, quite concideratle, but do not 
exnlain the entire expansion in the tontal civil expenditure. 
The expenditure under "civil administration" incres.sed by 
more than 18 crores from 1938-30 t0 10/5=A6 and the increase 
on account of the rise in prices was relatively a small 
amount in this axpaens ion. 

At ean early stage of the war, Government defined their 
policy with regard to civil expenditure. "As regards new 
schemes, the gensral princinle adopted was that all forms 
avoidable expenditure should be eliminated, but that ex- 
penditure which, on a broad view, would assiet in the mob=- 
ilisation of the economic resources of fhe country and 


further the successful prosecution of the war should not be 


reiected", (5) This wae obviouely the right attitude when 


3) Contd. nomenclature aid not involve any difference 
An pnrinciple, but the formal difference between the two 


wae maintained, 

(4) The exdlsnatory memoranda on the budgets since 10A3-AA 
mentioned only anvroximate exnenditure on account of these 
allowances. | 

(5) Budget speech 1040-41 P.15. 
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resources were needed for war purposes, "At the same time, 
it was not considered desirable to restrict the grantee to 
the development deépertments to an extent which would have 
crinpled their beneficent functions and, in a number of cases, 
the natural expansion of their activities has made the pro- 
vision of additional funds essential". (6) Accordingly, 
additional grants were made to educational institutions, 
heelth research institutes, civil aviation and the like 
during the war. Census operations were undertaken, when they 
became due in 1941, in spite of the war. Special grants were 
provided for the construction and equipment of industrisl 
research laboratories.(7) Broadcasting and aviation had, 
besides, a good deal of war-time importance and increased 
amounts were expended on these items, (8) In snite of the 
mounting war exnenditure and the varinus ancillary demands 
on revenue, Government considered it Hiecescary to maintain 
and encourage economic and developmental activities, (9) It 
is true that the amounts in most cases were not large, but the 
tendency was distinct and significant, With the increased 
Ibid. 
(7) A grant of 10 lakhs was made for glass and fuel research 
in 1944-45. Government agreed to the Council of Scientific 
and industrial research drawing up plans for a physical, 2 


chemical and®*metallurgical laboratory, on the assumption that 
one crore would be provided towards capital expenditure soon 


after the war, 
(8) A separate department of Information and broadcasting 


was created in 1941-42. 
(9) The following table indicates the expansion of such 


activities during the war period 
:=  (Contd./over) 
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co-ordination and control necessitated by the war, the act- 
ivities of most of the sfonartments of the Centrsl Government 
exnanded and Covernment had %o undertake a number of fresh 
activities for which snecial controlling authorities had to 
be created, (10) ‘The elementary function during the wer wag 
to direct the nroductive machinery to serve the ends of the 
var. Along with thet it vas also imnerative to fight the un- 
healthy renrereveriones arising out of war-time conditions. The 
nrogressive shortare of consumer goode and the large jincreace 
An the nurchasing power in the country gave rise to hoarding, 
profiteering and clack-marketing. The rise in the nrice level 
and const of 1iving ascumed serious pronortions. Government 
therefore had to institute various measures of control and 
rationing. The activities of the governments of the nrovinces 
anc the estates hed not only to be co-ordinated but it became 
necessarv to exercise close sunervision and direction. At the 
beginning, vower wee given to the provincial governments to 
control the prices of ecsential commodities. °But the piecemeal 


and unco~-ordinated attempts made by them nroved unworkable. 


(S9( Contd... Re. Lakhs. 
PAY Hronadcactin Aviation Seientific receareceh 
1035-309 21 30 ao 
1930-40 25 5 = 
0 5 
1041 -A IL. I 
61 118 16 
1943-AA 5 66 13 
1044-45 64 53 30 
19A45=/6 77 37 31 


(10) Budget sneech,1l9/40-41 PFara.l10, 
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The nrice structure and the sunnly nosition became alorming 
and it wae realised that control vould not work effectively 
on the nrovinceial government level. thea Government of India 

. 
thereunon came forward with comprehensive measures and the 
nrovincial authorities were recuired to regulate nrices 
within the nrescrintion and fromevnrk of eentral control, (213) 
A sennrnte department was crented aft the centre for the control 
and distribution of sunplies. (12) 

Towards the end of 1°92 came the food crisis. The 
nrimary causes were overall shortsame of food and bottleneck in 
tranenort. 3ut an imnortant contributing factor vas the lack 
of co-ordination. The states and the nrovinces nursued pare 
ocehial rolicies, those with seurnluses to spare clinging fast 
to their reserves. A Fnod Denartment was created at the centre 
in Pecember,1042, for centralising the activities with regerd 
to nurchagse, movement and distribution of food gresins. When 
femine occurred in Jengael and certain other parts of the country, 
the central government had to take over in large meaeure the 
direction and control from the provincial authorities. Theree 
after tackling the fond problem became an increasingly im- 
nortant function of the Government of Tndia and large amounts 
were gnent under the fond department. (13) Substantial sums 


11 jee Chapter KI er 
(12) In 1°A3-A/ 
(13) Frnenditure under the food denartment :- 
1942-73 fC lakhe 
19A43-AA eee sr ceo olO lakhs 
19A/A-A5 * * € * < eee 30 lakhs 
1945=46 eee rsree e553 lakhs 
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were also advanced to the nrovinces for growing more food. 


The Central government could not possibly stand aloof on the 


constitutional punctillio that these were provincial subjects, 


The var itself vos responsible for a good deal of 


activities Ain the civil administration, ard the directing and 


co-ordinating functions necessitated the creation of many new 


i 
departments and “he exnansion of existing ones. 


These vere the 


main factors resnonsible for the large increase of expenditure 


under civil administration. 


(14) 


(14) 


Table 26 


Expenditure on the Establishments 


of the varlous Departments 


(Rs. lakhs) 


1938-39 
Home 28 
Legislative 6- 
Education, health and lands 9 
Finance 16 
Commerce 6 
Labour 5 
Commun cation 3 
Defence ) 6 
War - 


Information and broadcasting 
Commonwealth relations 

War transport 

Food 

“far Supnly 

Tndustries and Civil Supply 
Planning and development 


eet Ne? 


19/A5=A€6 
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Famine relief vas a provincial responsibility, but the 
Central government could not shut Ate eyes to the catastronhe 
in 2engel. "Without attempting to assign GaNGeE or to imninge 
on the strict constitutional allocation of financial resnponS= 
Abilities, we feel," declared the finances member, "that the 
calamity which has overtaken lorge areas of the presidency is 
go unique and of euch magnitude as to justify a substantial 


(15) 


contribution from Central resources. 


Men from the forces were requisitioned to aid the relief 
onerations in Bengal and 18 crores of rupees spread over three 
yeers were given to this province for relief and rehabilitotioh’? 
Strict division of resnonsibilities betveen the two layers of 
government in na federation did not work succesefully even in 
normal times end the Ampracticability became only glaringly 
apnarent in times of crisis. 


rane oo eat mirttapetne mri: maar rae 


(15) Budget speech, 10//=A5:? Pera.26. 


(1€) The grants made by the Government of India to Bengal 
were as follows i= 


19/A3-A4. ୫ @ ୭ ୭ @ ୭ @ ୭ ୭ ୭ 9 ୫ ଡ ଡ 3 Crores 
1909AA-A ® $ @ ୭ @ ବ ୫ € ଭ @ @ 9 ଉଡ Crores 
1045-4 @ ୭ ୫ @ ବ ୫ ୫ * * * ୭ ଭ ବଉ ଡ 4 Crores 


Total 18 Crores 


These amounts were shown under a separate head and 
not included in the figures under civil administration 
given before. 
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Further again, though lar and order was the »rimary 
responsibility of the nrovincial governments, the civil 
disturbances An 1°42 imnosed w heavy etrnin on ‘their finances 
and the Central povernment had to come to their assistance. (17) 
Thus under the vressure of circumstances, grants vere made to 
certain provinces, even when war demands on the central finances 
were enormous. The nrovinces fiad to be given substantial 
assistance $0 fide over grave emergencies. 

There hod develoned & strong centrifugal tendency 3n India, 
particulerly since the esteblishment of nrovincial autonomy. 
Although some funetione like research and matters of an all=-India 
character were undertaken by the Central government, the 
nrovinces evinced. a keen desire to formulate their orm geocial 
and economic nolicijes. In any federation, any distinct and 
clear-cut sevaration of functions has scarcely ever proved 
practicable. The force of circumstances tends to transfer more 
anda more functions to the hands of the federal government. 
Economie forcee are no respecter of local boundaries and the war 
proved this only too well. It was in feoct suggested by some 
that another major war might nut an end to the federal syctem 
everywhere. It ie still, of course, true that local selfe= 
government posgesces great democratic Values. “hatever might 
have been the attitude of the nrovinces in India, the war-time 
experience demonstrated painfully the increasing need for central 


PO Oe TO TOON OOOO OO OOO OOOO OO OOO OOO OOOO OOOO OOOO OOOO OO OOOO POON 


(17) In 1942-43 ,one crore of rupees was given to the provinces 
for thie purpose. 
Budget Speech, 1043-44? Para.33, 


irr 
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co-ordination and planning. The conflict between the 
political and economic forces unfortunately loomed too large. 
But the var has left unmistakable lessons. A planned direction 
from the centre, if not dictation, hes to be accented as a 
necessary condition of economic sevens 

In conformity with these valuable lessons, the Government 
of India sterted pnlenning for post-war development in 19/4/-A5., 
"The scope for development As the greatest in the provincial 


! 4+ was 


sphere, but planned development on a national gcale,’ 
rightly aeserted, “must be a joint and co-ordinated effort by 
both the Central end the nrovincial governments, with a large 
measure of pooling of resources notwithetanding constitutional 


limitations." (28? 


This was the experience in all ‘the 
federations and in India it was a sitknificant realisation. 

Under the Montford system, 1t was regarded as contrary to 
the principle of the reforms for the Central government to make 
grants-in-aid to the provinces. But even before the introduction 
of nrovincial autonomy in 1037, the Government of India came 
forward with grants, when after the years of depression, its 
finances permitted such assistance. Under the Constitution of 
1935, the sources of income were re-allocated and certain 
definite subventions were prescribed for the needy provinces. 


Provinces were given the right to share in certain expanding 


sources of revenue and no further grants from the Centre were 
po CO DODO OOOO OOO OO OOOO OOOO NOD OOO OOO OOOO COO OOOO EEO OOOO OOO OOOO ee 
(18) Buéget Speech, 1946-A7: Para.33. 
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contemplated, But the forces during fhe war were too strong to 

. 
permit the ricid observance of this principle and substantial 
grants had to be mode to assist the provinces. "A logzical or 
clear-cut solution of the financisl relations is imnosseible 
in a federal government, which is Ateclf, of course, a cor 
The Government of India could not cling tight to the constitution- 
el allocation of resources, leaving the affiieted provinces $0 
reap the dire consequence, The need for making grants was 
clearly resliesed during the wer perlod and was incrcasingly 
adopted for nost-ewar develonment. the nrovinces based their 
plans on the broad ascumntion that anart from borrowing either 
from the Centre or from the market, they would receive substantial 


grants from the Centre to finance their programmes, (2°) 


We have seen how the Central government did not lose sight 
of the developmental nctivities in snite of he war and tried to 
further them ans far as practicable under the circumstances. 

When this was the attitude while a ma.jor war was being fought, 
it is natural to expect a much greater exnansion of these 
activities with the return of norma). conditions. But the major 
developments during the war period were the two important 


modifications in the financial relationship between the Centre 


and the provinces. It ascribed an increasing amount of co- 
OD OD OO ee OOo OOOO OOO OOOO OOOO OO OOOO DO OOOO OOOO OOOO ENE 


(19) Findlay Shirras: Federal Finance in Peace and Wari P.223, 
(20) Budget Speech, 1946-47: Para.33. 


The question of grants-in-aid is further discussed in 
Chapter X. 
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ordinating and directing work to the Centre and necessitated 
large grants=ineaid to provincial governments. All this, Ait 
may be noted, was brought about without impinging on the 
fundamental constitutional. structure or encroaching upon the 
autonomous position of the provinces. The developments were 
the outcome of compelling circumttances obtaining during the 
period, Their Gesirnbility having been amply demonstrated, 
they should continue as regular features in the normal relation= 


ship between the Centre and the provinces. 
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(B) Provincisel Expenditure. 


The provincini governments, with responsible ministers who 
came to nower in 1937, accented the policy of adopting bold 
schemes of exnenditure for social and economic development. 
Attempts vere nccordingly made to develop new sources of income, 
and many of the provinces did not mind naving deficit budgets. 
It wes very uniikely that they would nave nersisted An nursuing 
such a policy whilet the war was being fnught, and it is but 
natural to exnect that the volume of expenditure in the provinces 
would not, at any rate, have apnreciablv Ancreased during the war, 
It was no part of their functions to finance any war activities 
and new measures of development should have been deferred t411 
after the end of the war. No considernble change would 
accordingly be expected in the quantum of previncial exnenditure 
curing this period. But the actual experience was otherwise, 
In line with the general trend of affairs, the expansion was 
slight during the first nhase of the var; but in the subsequent 
years it assumed unprecedented proportions. This is clearly 
borne out by the figures given in Table 7 (Chapter IV). 

From 86 Crores in 1038-39, the total provincial expenditure 
incressed to 218 Crores in 109A45=A6. Although the increase 
started at the very beginning of the war and continued progresse 
ively year after year, by 1911-42 its extent had been of the 


order of 20 per cent only. During the following four years the 
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expansion proceeded at so rapid a nace that in the last year of 
the war reriod the fotal expenditure become more than two and a 
half times the volume in the immediate pre-war year, The extent 
of this incereane wae, however, not imiform in all the nrovinces. 
It varied from 60 ner cent to as much as 290 ner cent, from one 


(1) 


province to another, During, euch a critical period, 
expenditure not connected directly or indirectly with the war 
had to be kent down within, as fer as nossible, the limits of 
absolutely minimum requirements. There vas no scope or 
opportunity for 1licht-heartednees or mismanagement in the 
nrovincial enhere and the nrovincial authorities were fully slive 
to the situation. "Although expenditure hae inevitably 


Aincreaged substantially An certain denartments," it was asserted, 


"the inercaece has been limited fo the minimum cemnatible with 


(2) 
efficioncy and resl necessity and there has been no extravagance." 


(1) Table 27 
Provincial Expenditure 


Fxpnend3 ture Iivs af 
197839 ୨/୫6 multiple 

Province a) ) of (a 
Madras 36,10 A7,09 3.0 
Bombay 12,80 34,13 2.7 
3engeal 12,77 AO ,60 3.2 
U.P. 12,80 29 ,9A 2.3 
Punjab 11,61 21,20 1.8 
Bihar 4;93 12,13 2,5 
CeP. A,71 10,48 2.2 
Assam 2,99 6,76 2.3 
NeWeF., 1,78 2,84 1.6 
Orissa 1,81 a’ A i 


31nd 3 AE ce De PD a Pe 
€ case of Dengal was exceptional, on account of the large 


expenditure on relief of distress. 


(2) Note on the Budget for 1944-45, by the Financial Adviser 
Madras. } 
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4d not 
There must have been some significant circumstances which bm 
, 


about this enormous increase in expenditure. It is necessary 
examine them in order to assest their implications. 

The rise in general level of prices tras, no doubt, one of the 
causes resnonsible for this increase in expenditure. It has 
already been shown how the civil expenditure of the Central 
government was affected by this factor and the effect on the 
nrovineial exnenaiture was similar. ith the sharp rise in 
the cost of living, the provincial governments introduced dear- 
ness and war allowances on the lines adonted by the Government 
of India, Some nrovinces followed the Central scheme An toto, 
while others introduced some modifications to suit tneir. 


(3) 


finances. “The grant of higher rates of deerness and war 


allowances is one main couse of the increased expenditure under 


(A) 


almost all the heads. The proportion 6f these allowances 


to total expenditure was not the came in all he provinces, not 
only because there vere some Gifferences in the scales, but also 
because the proportion of the total expenditure devoted to 
salaries vas different from one province to another, Taking 
all the provinces together, it may be stated as a rough 


estimate that theese allowancee absorbed not more than 12 ner cent 


(5) 


eee ie i er 

(3) Some small provinces accepted the general rates of i7# and 
7 per cent, but did not adopt the minima, 

(4) Buaget memorandum, Madras, 1946-47, P.5. ‘The memoranda An 
all the provinces mentioned thie as an important cause of 
the increase in expenditure. 

(5) The provincial budgets do not show the expenses on account 
of these allowences separately. In the explanato 


Cnn +; on P. 165) 


of the total provincial expenditure, The Governments had to 
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pay higher prices for the goods they nurchased, but this did not 
form eny substantial proportion of the total expenditure, It 
ig thus evident that the rise in prices provides only a partial 
explanation of the totel exnoanesion, eince the extent of increase 
was more then 150 ner cent. 

Ihe nrovincial movernments h.d to undertake certain 

F 

functions in connection with the war. It was the responsibility 
of the provincial authorities to organise civil defence in their 
resnective juricéictions. Up to July 10641, the entire cost on 
this account was borne by the Central government, though the 
execution was 1nrft with the pnrovinces,. Under the subsequent 
arrangement, each province had to bear the whole of its 
exnenditure on A.F.P. measures up to a snecified amount which was 
fixed An a cerfain broad relation ta the provincial revenue 
receints. The amounts above this initial slab of expenditure 


(6) 


were shared between the Centre anc. the pnrovinces. 


ingly since that date civil defence became largely a provincial 


Accord- 


liability. The extent of this expenditure was comparatively 


nrrrerenenaaaoeararerereemeetireaeneeerageasmareraeaesinaaeartmatmeeneetenctpietr eer attire an annperaaeenete ee tanec 


memoranda of geome provinces, approximate amounts are indicated, 
In Madras, for instance, out of a total expenditure of A5,62 
lakhs in 1045-26, A14 lakhs or 9%& was on account of these allow= 
ances. In Assam 73 lakhs or 13% was devoted to this purpose, 
out of a total expend3 ture of 540 lakhs. In U.P., it was 13% 
and in the Punjab YZ. 

(6) Budget Speech (Central) 1942-43, Para.26. The sharing was 
done as follows :- 


Central Provincial 
The first slab after the initial one... B50 ro 
The second slab ec eeceeeeeceeee eee coerce b 25 
The rest co oec ere aee eevee ese eeeee reece 7.5 12.5 
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larger in the eastern provinces on account of their 

proximity to the theatre of war, but the amount epnent by all 

the provinces on this account formed a very SmaTY nroportion 

of the total nrovincial exnendtiase, 19 vith the abolition of 
A.ReP.e on the termination of hostilities, the expenditure 
Ancurred thereunder in 1°/45-46 formed a still smaller pronortion. 
Some exnenditure “vas also incurred in nublicity end propaganda, 
Another necessary and important war-time activity -ras with regard 
to supply and distribution of consumer goods, This was 
reflected 3n fhe increased expenditure under general adminigtrae 
tion. The increase in the exnenditure under this main head for 
all the provinces vas only 6 crores between 1038-39 ond 1°045=A6, 


in spite of the var allovances granted to the employees and ‘the 


(8) 


Therefore these additional functions were not resnonsible for 


expansion of the different administrative departments. 


any considerable e2mount of expenditure, t is thus clear that 
the activitiee connected with the rar accounted for a relatively 
minor element in the large expansion of the total provincial 
exnendi ture. 

For the more important causes, one has to turn to other 


factors. Since the civil disturbances of 19/42, there was much 


(7) 1942-43 19/A3-4A 194/A-A5 3945-46 
Civil defence exnenditure 

in lakhs of Rs. 585 591 A478 379 
Percentage of total 

expenditure. 5 A 2.3 1.8 


(3) Expenditure under general administration: 


1038-39 ooo 1025 lakhs 
AEE ° ¢ ¢ 1680 lakhs 
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pressure on the internal cecurity services. The atmosphere 
continued to be tense and the maintenance of lay and order 
imnosed increasingly heavier burdens on the provincial resources. 
Vaer-time uncertainties and grcope for crimes necessitated further 
expansion in these eccervices., Towards the end of the war, 
although the expenditure under Jail and Justice was sligntly 

e 
reduced, or at any rate statilised, the expenditure on Police 
continued to increase, so that in the last year of the war, At 
became more than double the pre-war exnendi ture. ihe exnansion 
in the expenditure for maintaining law and order can be judged 
from the following figures ie 


Toble 28 
(In lakhs of runees) 


Items under 


Law and Order 1038-30 19/71 19A5-A6 
Police 10,85 19,11 22,34 
Jail 1,79 £ , 80 bof 
Justice 4A , 82 5,84. 58 


The heavy expenditure on the npnolice department had for long 
been the target of severe criticism by the nationalists. It 
could no longer be said that this expenditure was outside the 
control of the Legislature and was ridden with high salaries 
drawn by the superior officers, since only A per cent of the 
expenditure in this department constituted the charged expend- 
iture, which wag not under popular control. Further, during 
the war, responsible governments were functioning in gome of the 


provinces and even after the Congress ministers came to office 
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in 1946, there vas further expansion in the Police budget. 

It still, of course, remains true that the more, is atsorbed by 
the security cervices, the lees is available for the ‘teneficent' 
functions, out of the limited resources. Some ministers tried 
to explain such expansion as merely temporary in chataeter 
“The limit nf nolice exnonsion," stated the Financial adviser 

of Madras in 1°/A/, “geenms $0 be nearly, if not actuvolly, a 
This was sodly belied in the following years. The Police 
denartment continued to absorb increasing sums from the 
provincial resources. Whatever might have been the effects 

of the war, it affected adversely social traditions of morality, 
Besides, the measures of economic control needed police strength 
for proper enforcement. The policy of prohibition, intended to 
be introduced, needs a larger nolice force to be effective. (17) 
Therefore, in spite of the long-standing attitude of opposition 
to thie department, the responsible ministers realised its 
increasing importance. It is idle to expect that the expend=- 


iture on these services will, if at oll, be brought down by any 


eppreciable extent. 


(9) Budget Speech, N.W.F. Province: 1944-45, 
(10) Note on the Budget, 194/-A5, Madras. 
(11) Before the war, where prohibition was introduced in the 


Congress provinces, police force had to be strengthened, 
Vakil and Patil: Finance under provincial autonomy, P.A6G. 
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The expenditure on security services in the provinces vas 
al} along greater than wmaoat was exnended on the nation-building 
activities, fhe food crisie in 10/42 and the shortasre of 
consumer gronds mode the governments realise that steps ehould be 
taken to promofe sand encournge nroduction in the cnuntry. he 
Central government elso suppliedethe Amnetus by providing 
oAdvances for hie purnose. Conceiderable improvement was also 
introduced in the social functions. During the second phase of 
the war, the nrovinciel governments adonted the policy of 
extending their 'neneficent!' activities further. The extent of 
expansion in the expnenditure on development as against the 
security cervices is evident from the following table:- 

Table 209 


Provincial Exnenditure on 
Security and 2Zeneficent Services. 


Securi ty Social and 
Services Economie Services 


1938-39 28 »17 lekhe of Rs. 21,77 lakhs of Rs, 
10/A5-A6 5A 35 nh Hf A5 * ୦ n 


Increase from 
109 0 to 107 


H H H 


Percentage of 
increase a: 108 


It is true that even in the last year of the war the ‘'nolijice! 
functions absorbed a larger amount of resources than the ‘welfare! 
functions. But none the less, the rate of expansion in the 


developmental activities was much greater than in the case of 


security functions. The extent of expansion under the 
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principal items of development were as follows: - 


Table 30. 
(In lakhs of rupees) 
Principal Items. 1958-39 194-4; 1945-146 
Education 125,19 16.39 18,94 
Medical 3,06 6 2? 7»39 
Public Health 1,74 3 43 lo 6h 
Agriculture 1,81 6,36 7,68 
Industries 1,16 3,61 3,60 
Veterinary 6ଠ0େ 82 1,15 
Co-operation 67 1,16 1,63 


The largest increase was for the improvement of 
agriculture. Ihis was the natural consequence of the food 
shortage in the country. ‘The amounts under the dirferent items 
viere still meagre for the vast area and. large population. 

Since the hontford reforms, these services vere increasing faster 
than the security functions and the provincial autonomy in 1937 
gave a spurt to this tendency . A further upvard movement vas 
given in the later stage .of the war and comprehensive schemes 

for development were drawn up for post-war years. It is there- 
fore expected that the expenditure on account of these activities 
will exceed the security expenditure in a few years! time. (12) 

It is necessary to point out a serious lacuna in this 
deve lopment . The expansion secured during the war vwas un- 
fortunately exceedingly uneven in the different provinces. It 
cannot, of course, be expected that the extent of developmental 


een ratte Deemer treat weet tnt 
(12) The provincial governments looked forward for such a state 


of affairs. 
Cf: “The expenditure ies likely to go on rising now that the 
war is over, ani the rise will be at an accelerated rate, if 
post-war development plans materiali ge ." 

Madras Communique; 17.3.1946. Parae lie 
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activities should be on an absolutely uniform level in all the 
provinces. But very vide divergencies must necessarily create 
national dai sha rinony . The strength of the chain is neasured by 
its weakest linke Mationsal advance will be seriously retarded 
by the state of affairs in the backward provinces. 

The inequalities in the developmental services among ‘the 


© 
different provinces can he clearly observed from the following 


table « 
Tahle 3l. 
Lxvenditure on ‘Social Services!' 
per 1000 of population (13) 
1936-39 1945-46 
Province Ns. Kee. 

Xadras 964 1,774 
Bombay Ll,k72 2.977 
Bengal 518 1,366 
Ue. 668 1,163 
Punjab 1,171 1,923 
Bihar 386 649 
CoP. 595 837 
Assam 717 1,379 
NeWeFe 1,275 1,844 
Orissa 52k 95 
sind 1,181 2,666 


It is evident from the statement that though there was 
a large measure of improvement in the social services in all 
the provinces, the rates of improvement differed considerably 
from one province to another. It was very disquieting that with 


the exception of Bengal, the provinces at low levels before the 


(13) Between 1931 end 1941, the increase in population wag 15%. 
This rate of growth has been assumed in computing popula- 
tion for 1938-39 and 1945-46. 

Social Services include education, medical, public health, 
agriculture, veterinary, co-operation, industries, civil 
aviation and scientific departments. 
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war made comparalively less expansion during this period, so that 
at the end of the var, the inter-provincial inequality became much 
greater in that respect than before. It is not-.contended that 
expenditure per head of population is the only basis of compari.son, 
nor is it expected that there should be a dead uniformity every- 
where, irrespective of the economic ଏ 1 ଓମ But the attain= 
nent of a national minimum and the securing of an integrated 
development with reference to the population of the provinces are 
necéssary conditions for harmonious growth. This had been lack- 
ing before the war and the disharmony became more acute during the 
war period. 

The figures in the provincial budgets of the var years 
do not, in sone cases, give an accurate and real picture of the 
provincial accounts. They were, in certain respects, rather 
inflated because “they included on both sides of the budget, sums 
received from the Government of India on accqaunt of expenditure 


tt ( 14) 


incurred on their behalf or with their help. But even apart 
from that, the total expenditures shown in the financial state- 
ments were not the amounts actually expended during the perlode. 
Large sums were set aside in order to be utilised on different 
schemes of post-war deve lopment . “In spite of the heavy new 
expenditure on clvil defence and the dearness allowances and the 
large increase in the expenditure on police, we have each year 
put away a larger amount than in the previous year in one or 


reenter rept eters Geer ene rear aaeereretreperereeee tre rae rte err 
(14) Note on the budget, by the Financial adviser, The United 
Provinces; 19L6-47. 
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other of various funds against future expenditure.“ (17) This 
was possible because of the immense increase in provincial revenue. 
The effect of the war on the provincial finances ‘during the later 
phase was surprisingly helpful and the situation in many of the 
provinces presented ‘a most rosy appearance! . The large war- 
time surpluses enabled the provinces, during the last three years 
of the war, to lay by substantial’ sums for post-war development, 
the total by the end of March, 1946, being of the order of 99 
crores of rupees. The amounts thus set aside for post-war ex- 
penditure in the different provinces were as follows: 


Teble 32. 


Post-l/ar Development Funds (16). 
as on 31.3.1946. 
{in crores of rupees) 


kladras 32.7 
Bombay 16 eh 
Bengal nil 
UePe 12.0 
Punjab 221 
Bihar De 
Ceb eo 
Assam 0.9 
NeVi oF < nil 
Orissa nil 
Sind JeO (a) 


99.0 
((a) after wiping off the barrage debt of 5.8 crores) 


In respect of these funds, there was a good deal of 


provincial disparity. The revenue receipts and consequently the 


Cts Sa TAP ars —— < Oe Reena PRR RAPA 

(15) Note on the budget, by the Financial Adviser, Madras, 194-45. 
The Punjab, for instance, built up (a) a special development 
fund, (b) a peasants welfare fund, (c) a forest reconstruc- 
tion fund and (d) a post-war reconstruction fund. 

{16) Besides the general post-war development funds, some provinces 
earmarked certain amounts for specific purposeése All these 
have been included in the amounts shown in the table. 
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surpluses were not everywhere of similar proportions. Accord- 
ingly, while provinces like kadras and the Punjeb created gub~- 
stantial funds, AsSam had a nominal one of less than a crore of 
rupees, and Bengal, Orissa and NelieF. were not in a position to 
build up any. Thus, not only was the inequality in the levels 

of expenditure made more acute during the war, but wide daispar~- 
ities vere created among the provinces as to their ability to face 
the after-war future. Provinces, where the scale of expenditure 
had been low, were left with little or no reserves for their \ 
deve lopment . 

Another important feature of war-time finance in the 
provinces was that additionnl revenue had not to be sought after 
for the suke of financing expenditure. The old complaint ebout 
paucity of revenue to finance development was not the main problem, 
at any rate, for most of ‘the provinces. Revenue vas forthcoming 
increasingly and ‘the rise in expenditure lagged behind the rise 
in revenue? . (172 Most of the provinces were im a position to 
extend the scope of their activities. “Departmental indents 
have been ungrudgingly entertained, nation-building activities 
have been accorded a rare magnanimity" .( 20) An appreciable 
volume of expenditure was in fact induced by thes revenue position. 
The increasing expenditure on economic functions was undertaken 
not only because of the realisation of the urgency of war-time 


shrinkage of production, but also because the finances were in a 


17) Madras Communique, 17.346: Parse 2. 
18) ‘Punjab Finances! ~ The Eastern Economist: 2.3.4: Pehl59. 
This was true of many other provinces as well. 
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favourable condition. In fact, further expenditure was suspended 
in consideration of the larger issues involvede When heavy 
central expenditure was bringing about a rapidly rising money 
incone in the country, it was not a judicious policy for provincial 
expenditure to operate as a further instrument in the procesS. 
It was undesirable to create a further scramble for the limited 
goods available, even though it was intended for nation-building 
purposes. Accordingly the viar-time increase in revenue resulted 
in large surpluses because it “could not be spent without aggre~- 
vating the war-time inflationt.( 1?) In the circumstances the 
only course left open wage to build up funds for future expenditure 
on economic development. 

A considereble volume of provincial expenditure was 
evidently induced hy the favourable revenue situatione The ex- 
pansion in some of the economic functions could, of course, be 
svenped with a var-time label, as having been’ taken to meet the 
situation arising out of the war-time conditionse But the ex- 
tension, particularly in education and health services, at guch a 
time was largely the direct outcome of the increasing revenue 
recelptse Enthusiasts among the public were, however, disappointe? 
at this merely modest expansion and desired a vigorously progressS- 
ive expenditure on development . They disapproved “the trifling 
provision for development in the face of the pressing demands 


caused by the war si tuation® .( 20) The financial policy was 


19) Madras Communique: 17.346: Para .e2. 
20) The Sastern Economist: lheht.l9u4: Pe581. 
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characterised as being merely “one of maid mum revenue and minimum 
expenditure“, They deplored the “tendency on the part of the 
provinces to stint even the most pressing items of development 
in the name of anti~inflatjion and post-war recons truction.®( 21) 
This sort of criticism vas certain,y unwarranted. It 
failed not only to take note of the circumstances in the situa- 
tion, but also even to appreciate’ the attitude of the provincial 
governments so There was, in fact, a feverish desire among them 
Tor more and more expenditure on development, particularly on 
agriculture and industry, even though there were no definite plans 
for the purpose . Large sums were provided in the budget which 
(22) 


could not be spent in course of the year. There was no 


(21) Ibid. Pe 562. 
{22) This is evident from the following illustrative accounts; - 


Expenditure 
(in lakhs of rupees) 


Agriculture 


Budget. Revised . Accounts 

Bengal 

19h=45 131 222 190 

1945-16 205 257 207 
Bihar 

191j=45 18 30 23 

1945-46 48 41 32 
Medrag 

1944-145 46 56 LS 

1945=46 62 80 74 
Assem 

1944-45 28 30 26 

1945-46 DL 34 26 
Bomba 

1944-145 102 i119 i114 

1945-46 177 189 165 
CePe 
™— Toul -l45 21 28 22 

1945-46 37 30 2d 

({ continuea 


ee ONC TEAL 
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effective administrative machinery to formulate schemes and trans- 
late them into action. It was therefore natural that the in- 
creased expenditure did not bring about the expected resultse To 
determine the desirable expansion and correct priorities among 
the competing claims on national resources ,.there should first be 
made out a definite plan based on a clearly defined objective. 
Necessary administrative equipment should be set up for executing 
the schemes. All this was out of question during the years of 
storm and confusion. Larger expenditure on development, apart 
from its other economic complications, would have been wasteful 
in the circumstances. 

Even before the end of the war, provincial governments 


set about making their schemes within the framework of a central 


(22) (cont'a) 


Industry 
Budge t Revised Accounts 
Madras 
1943-Lh4 100 D5 L8 
1944145 56 76 65 
1945-46 75 79 72 
Bengal 
19L4L=45 48 90 61 
1945-46 48 84 80 
Bomba 
BOM sll 16 15 i4 
1944-45 19 17 15 
1945-46 23 21 18 
Bpinar 
— 19-45 3L L2 3h 
1945-46 30 23 244 


In many cases the budget provisions could not be spent. 
In certain cases, further increased provisions were made in the 
revised estimates, when revenue became encouraging during the 
course of the year. But it was not possible to spend the 
amounts . 
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plan for post-war development. With the return of normal con- 
ditions it will accordingly be possible to direct ,the provincial 
expenditure on social and economic activities on wise and 
effective lines. Nevertheless, it was a highly encouraging state 
of affairs that even during the war, it was possible to take a 
bold leap in the expansion of nation-building activities. “Once 
an upward trend has been started it is easy and popular to vote 
an extension of public services when times are good; once a 


service is established it inevitably tends to grow" .( 23) 


ror ore eer 
(23) U.K. Hicks: Public Finance, Pe5h4e 
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CHAPTER VII 
REVENUE OF THE CENTR/L GOVERNMENT. 
DIRECT TALS. 


(A) Excess Profits Tax. 


The excess profits tax was a revoluntionary development 
in public finance during the first great var. Financial emer- 
gency of an abnormal order moc coa led to the imposition 
of such a tax and during the second war it was utilised to the 
fullest extent. This was evidently the most suitable and 
readily available source of revenwe for financing the mounting 
war expenditure. when enormous profits vwere made under the 
conditions created by the war, Government found it easy and con- 
venient to seize this expanding sources. Un the principle of 
ability which is fundamental in securing equity in taxation, 
there was ¢nough justification for such a levy. Ability is to 
be determined not only with reference to the quantum of insome, 
but also its nature. Gtamp accordingly distinguishes be tween 
ordinary and special ability, the former depending on the 
quantity of income and the latter on its character. Yhen a 
person obtains a certain income, which is unexpected and unde- 
served and is essentially a windfall, he comes to possess a 
peculiarly high degree of ability to bear taxation. (1) This 
special ability is quite apart from the ordinary ability which 
is judged with reference to the total income of a person. 
“Irregular and sposmadic receipts which are not required or 


(2) Stamp: Fundamental Principles of Taxation: P.61. 
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essential io provoke or sustain any economic effort or gsacri- 
fice possessed in the abstract a higher degree of ability to 
pay than corresponding amounts of regular inconk or capital, (2) 
Yar profits are essentially of this character and an excess 
profits tax during the war conforms eminentiy to this fundamental 
principle cf ability. | 

Economic jua tification for a tax on war profits can also 
be found in the benefit principle, because the state is iteelf 
responsible for the creation of circumstances which make it 
possible for the excess profits to be earned. A tax on such 
profits igs not then a tax proper; it is the legitimate prior 
claim of the state before the profits come to accrue to the 
individuals. If it is postulated, observed Stamp, that the 
state and the conmunity supply the elements during the war, 
through which excesses profits arise dnd that such external assSlist- 
ance is not related to previous circuistances and the absolute 
size of the business, the levy is in fact a busiriess expenSe, a 
necessary payment before the accrual of profits. >” No doubt, 
for the tax system as a whole, benefit principle is not only 
impracticable but also inequitable. But it does not preclude 
its application to certain gegpecific cages. Special assessments, 
like betterment taxes, are imposed primerily on such consider- 
ations. “here the specisl benefit to the individual" observed 
Seligman, “is separately calculable and igs no longer a purely 


| | 
Bl 
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incidental result of government action, we are dealing with 
something that is not a tax at all."(l) Profits during the 
war arlse essentially from the action of the state and the 
benefit principle lends its undoubted validity for a tax on war 
profits. This justification was emphasised by the Government 
of India in imposing the excess profits tax during the ware 
“Phe outbreak of war. while it.has necessitated greatly increas- 
ed expenditure by the Government on defence and other services, 
has simultaneousiy created opportunities for carning by compan- 
ies and persons engaszed in business of abnormally high profitss” ) 
It was just and reasonable that in ralsirng revenue to cope with 
the increased expenditure, Government had resort first to the 
taxation of those increased profits, which like the increased 
expenditure, arose out of the ware It was impossible to de- 
rarcate for taxation only those profits wnioch could be deémon- 
strated to be the result of the war. The. principle underlying 
the measure was that the additional defence expénditure should 
in the first instance ‘be borne by those who in the conditions of 
war found themselves better off, and in accordance with this 
‘principle of priority’, it was the intention to tax business 
profits ‘arising in war times and in war conditions! (6) 

There was a further justification for this tax on 
grounds of social ethics. Distress in the community helped 
the profiteer to make fortunes and he became therefore an object 
of sociel indignation. Public opinion naturally desired an 


geligman: Essays in taxation. P Pe338. 
Finance member‘ s afPgeoh: Cu Assembly Debates, 
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effectively restrictive actlon. hile lerge sections of the 
community guffered acute privations, a small minority uti llsed 
the occasion to derive immense advanteagese «joclal justice 
demanded that the state should intervene "in order to rectify 
to some extent the gross inegualities whioh result from the 
hazards of the war aru to make available for the community 
as a vwhoie a gRubstantial share of the windfall, which hag 
accrued to the more fortunate fom! (7? 

Excess profits tax wae imposed in India by en Act of 
1940, which was modelled on the British Act of 1939. The tax 
was meade applicable tu excess profits earmed after the 3lst of 
August, 1939,(8) If the war profits tax is to fall distinctly 
on those who make those profits, it is essentlal that the tex 
ghould be levied as soon as possible after the outbreak of the 
war, sO that there may have been “diltle opportunity for ex- 
change of shares between tHe time when the war profits begin 
to be anticipated end the time when the taxation of these 
profits Pi Nise to he anticipated." (2) In che case of the war 
of 191lj=18, Government of India was unable to make up its mind 
and excess profits duties came to be imposed in 1919, after the 


war was overe During the recent war, the principle seems to 


have been fully recognised ,and it must be said that the measure 


(7) Finence Member’ sg speech in moving reference of the EBePeT, 
B121 to a Select Committee. Legislative Assembly debates: 
6e2«1940, P86. 

{8) The original propossl in the bill was to tax excess profits 
earned after le4.39. It was changed to 1.9.39 in enswer to a 
dharge that profits which could not be described es war 
profits were being brought under taxation by the measure 
originally drafted. 

(9) Hicks, Hicks & Rostas. Taxation of War Wealth. P.38. 
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was adopted as early as could possibly be managed. in fact, 
the HePeT. Bill vas introduced in the beginning of February, 
1940, even before the first vwar-brdget proper was presented to 
the Legislature in oo supplementary finance bill in the follow- 
ing November. 

The excess profits tae imposed i'n India was not a ‘high 
profits tax!’ as suche Ait was essentially oa ‘war profits tax’ 
in prineiple and was ievied “on the amount by which the profits 
of any business exceeded the standard profits.‘ 20) The tax 
was applicable to any trade, commerce or manufacture or any 
profession or vocation except vmhere the profession or vocation 
depended wholly or mainly on personal qualifications. I If 
rectification of the gross inequaiities arising sut of war-time 
earnings was to be achieved by special taxation, there wéas no 
Justification for exempting the large war-time incomes of pro- 
fessional classes. Technically, of course, these incomes 
could not be classed as profitse But there were formidable 
difficulties in applying the principles of eXcess profits tax- 
ation to such incomes. In the first place it would have been 
almost impossible to ascertain the amount of capital invested 
in acquiring the professional skill or qualifications, and even 
if it would have been possible, the capital investments could 
not be taken as the primary factor responsible for the earnings. 
Secondly, the inclusion of professions would have meant an 
enormous extension of the examination of individual cases, and 


in view of the administrative complications, it would not have 


ା Gea. FP EePeTo, ACte 1940. 
il) Sete 2Z. Ibid. 
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been worth whils. Practical considerations dictated the ex- 
clusion of professions in general. Life insurance business was 
also exempted from thic taxation. There was ne justification 
on principle for granting exemption to this business but admin- 
ietrative considerations decided the issue. Profite in this 
business were computed, not snnuallys, but generally on a quin=- 
quennial basig and a cuingquenmnium would naturally have included 
a part of the standard period and a part of the chargeable 
accounting period. Yt was considered adminiatratively imprac- 
ticable to ascertain the profits in the pre-war standard period 
and the war-time profits, for the application of the excess 
profits tax. At any rate, the Finance mecinber was satisfied that 
this business was not likely to make any abnormal profits in 
Consequence of the war. (12) Another important exemption was 
the ons granted to the mining industry at a late stage in the (2g 
The nhort supply of mineral products proved to be a major hard- 
ship:as the war advanced and in order to offer a special induce- 
ment. for Jarger production, any bonus paid ‘by or through the 
central. government in respect of increased output of minerals 
was exempted from the excess profits tax. The revenue intereestg 
or the securing of social justice were in this case ef minor 
consideration and it was distinctly more important to create 
incentive for a larger supply of an essential commodity. 

Standard profits were determined with reference toa 
standard Po) tadjusted by reference to the increase or 
(12) Finence Nenber' ୫  apoechs Logiclative Assembly debates. 


133.40: Pe l276. 
(23) This was done by an Ordinance in 194. 
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decrease of capital employed during the chargeable accounting 
period as compared with the capital employed during the standard 
period.*( 1h) There was thus no fixed standard for the whole 
duration of the tax, but a different standard for each Ccharge- 
able period, varying with the amount of capital employed. The 
expansion ot contraction in the capital invested had to be 
taken into account, but the rates of profits in the standard 
period could not be taken ag normal rates on these variations. 
In case of increase or decrease of capital the stendard profits 
were increased or decreased by an amount calculated by apply- 
ing a statutory percentage .( 15) The percentage allowed in the 
cases of businesses run by individuals or partnerships was 
higher than in the cas€ of companies. This was justified 
hecause the former shouldered greater business risks on account 
of uniimited liability ,snd their profits could not be computed 
as & mere return on capital. This differentiation was also 
consistent with the general policy of encouraging diffusion of 
industrial control. The statutory percentage had to be 
applied in certain other cases as well. A business sterted 
not long before the war could not generally be expected to be 
making’ normal profits in pre-war days, and, therefore, the 


14) Sec. 6. BePeTe ACte 1 ° 
(15) Statutory percentage :~- Business commenced 
Before lef < 38 After Le < 38 
In cage of increase in 
capitel after 31.3.36 
(a) Individual, part- 


nership, etc. 10% 12% 
(b) Company 8% 10% 
In case of decrease in 


capital 6 8% 
Infant concerns were allowed favourable ratés becauge they 
did not have sufficient time for getting themselves firmly 
established. 
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method of ascertaining normal profits was not adopted in the 
case of firms which had commenced functioning after the 3lst 
of March, 1936. In lieu of the profits in the, standard period, 
the assessee was given the option of accepting the statutory 
percentage on the average amount of capital employed during ‘the 
chargeable period as Standard profits. ଙ certain amount of 
flexibility was introduced in the system by pernitting the old 
firms, if their standard profits had been very lows, to apply to 
a Board of Referees which could fix a higher standard profit 
not exceeding the statutory percentage . It should be noticed 
that these percentages in respect of the above cases As also 
the allowances regarding increase or decrease in capital were 
based on the principle of taxation of ‘high profits' as dig- 
tinguished from ‘war profits!.(10) These were necessary 
practical adjustments to obviate hardship in obvious cases, but 
the system was essentially a war profits taxation. 27? 

The Act made provision for avoiding any specific hard- 
ship to any concern whatsoever. If the actual profits of any 
concern fell below the standard profits in any chargeable period, 
it was entitled to necessary relief which involved "a refund of 


(16) Excess profit is the excess over a certain normal limite. If 
by ‘normal profit’ igs meant what was earned in times of peace 
the tax is a war profits tax. But if excess refers to a 
higher rate of return on capital than is Common in the indus— 
try or is considered reasonable, then the tax on this excess 
is a high profits tax. 

(17) Although the Act was based on the Britigh model, the Finance 
member seemed to be thinking on the lines of ‘high profits 
taxation’. He would perhaps have preferred a percentage 
system. “In the cage of old businesses", he said, “it would 
be a matter of utmost difficulty to work out percentages of 
capital®,. 

` legislative Assembly Debates: 6.2.40. Pe9l. 
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the excess profits tax already paid or carrying forward of ‘the 
deficiency to be set against the profits in a subsequent 
period" .(18) The principle was to tax only the 
profits computed over the entire perlod during which the tax 
remained in forcee 

Gtendard profits were subp ct to ଏ minimum of 36,000 
rupees a year, carnings below which vere not subject to excess 
profits tax, whatever had been the profit in the pre-war dayse 
A certain minimum 1imit of exemption was necessary to afford 
the much-needed relief for small concerns; but the minimum was 
determined primarily on administrative considerations . In the 
original bill it was proposed to fix the minimum at 20,000, and 
it was 1lncreagsed to 30,000 in the select Committee. When it 
was proposed in the Legislative Assembly to raise it to 36,000, 
the Finence member readily accepted ’the proposal, because it was 
in the interest of partnership concerns and. ne was anxious to 
minimise administrative difficulties.(!?” ith 20,000 as the 
limit of exemption, it was expected that tne adminlatrative 
machinery would have to deal oniy with 5000 a se ssees ,( 20) and 
that was certainly a very small number. It was not necessary 
to raise the limit further on administrative considerations. In 
Great Britain the limit was fixed at £1000 and in the case of a 
partnership or company, an allowance of £750 was made for eaoh 
of the working proprietors, subject to a max icum of £3000. AS 
ଆ Legislative Assembly Debate. 6.28.40. Pe91. 
19) Legislative Assembly Debaté. 19.3.40. Pe539. 
20) Legislative Aseembly Debate. 6.2.40. PelO. It was stated 


that the machinery for assessment would find i+ practic- 
able to cope with 5000 assesse6se. 
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against this, the exemption limit in Indie was very high. It 
was indeed a very libcral concéssione A lower limit say at 
20,000, with certsin additional allowances in respect of working 
partners would have been the right provisione 

ithe choice of a sSiandard period was no Cassy affair. ¥hich 
of the pre-war years was to £. taken as «the suitable period for 
computing the stondard profits? Following the provisions in 
ithe British Act, the stundard Leriod, as proposed in the Bill, 
was to be a certain verticuler year or & combiretion of two 
varticular years be tween 1936 ond 1958, eclected «t the option 
of the PN In splte of the range of choice glven to 
the taxe-payer, the standard j;&riod was not quite in conformity 
with the industrinl conditions operating in Indise The period 
suitable with reference to British Conditions was not appropri 
ate in the case of Indine {he was severely hit by the depresps- 
ion of the thirties, and it took sa very long time for her to 
recov re The pace of recovery was Slow and she hed not con= 
solidated her position by the time the war broke cut. (22) 
Besides, in the case of the United Kingdon, the rearmament 
programe , undertaken before the wear, brought about 6 xpan= 
Standard period DrOpoge 
one of the following: 

(1) 1935-36 
(11) 1936-37 

(111) 1935-36 und 1937-38 


(iv) 1936-37 end 1937-38 
(22) Tndex number of wholesale prices: 2929= 100 


ia UeKe 
4935 ୮୮ 65 ao 78 
1936 ୮] 65 oo 83 
1937 72-- + ୨9୫5 
1958 "@ @ 68 oe 89 
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sion in industrial activities and realisation of Jeizr‘ge profits. 
No such stimulus wes operating in India in tne immediate pre-war 
ay Be The aiffercnce in the situations of the &wo countries 
can he ssen from the Tollowing statement. 


Table 53. 


Index of Industrial Profits. (23) 
1929 = 100 
UK # India ° 
1935 86 BE 
1936 102 81. 
1957 113 75 
1938 106 67 


It was certainly a hardship to compute standard profits 
with reference to a period when conditions were much below the 
normal . The standard was really a lean basis for imposing a 
high rate of taxation. vbjections were raised in the Select 
Committee against the standard periods proposed in ‘the bil and 
to eliminate hardship, the list for choice finally included ‘the 
average of the years 1937-38 and 1938-39. (24) This afforded 
considerable sdvantage to those businesses which made good profits 
immediately before the war broke out. 

Though the standard period prescribed wags not quite eatis- 
factory for industries as a whole, for certain particular 
industries, it was certainly favourable. quite a large number 
of businesses were no doubt unaffected by the quasi-war con- 

(23) Figures for U.K. ere from the Economist 24.2.0 Pe7. 
(original base 1935=36 = 100) 


Pigures for India ere from the Review of Trade in Indian. 
{original base 1928 = 100) 


(24) This was incorporated in the Act on the recommendations of 
the Select Committee. Some members wanted 1938-39 to 
gtand by itself; but this was not agreed to. 
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ditions which had been in existence in Europe for some time 
before the outbreak of hostilities; but certain pariliicular 
industries were cerning substeantiol profits during that periode 
The disparity with regard fo the different industries can be 


observed from the follorin:e illustrative figurese 


PTable Alte 
(25) 
Index Number of industrial vrofits in Indiae 
1928 = 00 
1935 1936 1937 1938 
Cotton bienufacture 9 99 136 253 
Iron and Steel 193 179 209 3414 
Coal 64 63 72 155 
Jute 40 26 11 BS 
Paper _ 136 157 ______283 191 


Paper end iron and steel were in prosperous condition 
and cotton manufactu.ve medé rapid strides during the two years 
prior to the outbreak of hostilitiese On the other hands 
coal mining was in a depressed state and jute manufecture was 
on the verge of a breakdown. such being the position, the 
excess profits tax, in actual practice proved unegual in its 
operation and differentiated between different sets of 
industries with regard to the burden of taxation. This was 
an inevitable drawback in taxation of this nature. The various 
exemptions, however, provided considerable relief and the 
provision of appeal to the Board of Referees mitigated, to a 
certain extent, the hardship in particuler cases. But the 
fact remained that 4 neta operation the excess profits tax 


gave rise to unequal treatment. 


(25) Source: Review of Trade in India. 
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The rate of the tax was 50 per cent. on the excess 
profits arisging between the lst of September, 1939, and the 3lst 
of March, 1941, and 66 2/3rd per cent. thereafter until the tax 
was repealed in April, 1946. The excess profits tax was con- 
sidered as a part of the business expenses, incurred during the 
period and the balance of the earnings left over after the payment 
oF thig tax was subject to inccme® tax and Super tax. 26? In the 
case of companies, for instance, the excess profits tax, the 
income tax and the super tax absorbed in 1942-43 about 78 per cent. 
of the total excess profitse(®’”) his high taxation tended to 
produce a restrictive effect on the incentive for production 
and encourage extravagant business expendi tue. 20d Government 
was impressed with the growing evidence of the extent to which 
this taxation militated against the incentive to the most econ- 
omical and efficient administration of the business effected. 2?) 
It was felt necessary to provide more financial interest to check 
this tendency. Besides, firms were working at break-neck speed, 
in double or triple shifts, with elmost no renewals or replace- 


ments of tools and machinery . It was therefore a matter of 


(26) The Corporation tax on Companies wag called geuperteax in 

respect of their carnings.e This was Charged eat a flat rate. 
(see the section under Corporation Tax in this chapter.) 

(27) In respect of the earnings of Companies the rate of income 
tax was 3 amnas and 9 ples per rupee and that of the supertax 
1 anna and 6 pies in 1542-43. These were applicable to the 
entire income, and as such absorbed § of the excess profits 
left over ofter payment of €epetes, Or about ils; of the total 
excess profits. In the cases of individual or partnership 
concerns, the amount was somewhat more or less, according to 
the rate of gupertax applicable in the perticular cage. 

(28) "It (e€.epete) encoureges wasteful expenditure, puts a premium 
on over-gapitaligation, and a penalty on brains, energy and 
enterprise, discourages new ventures and confirms all ola 


ventures in thelr monopolies." ReMagill:Impact of Federal 
Taxes: P.1l48 For Note (29) See over) ` 


Digitized by PPRACHIN, SOA 


= 192 - 
immense importance to buiid up large recerves for the rehaebili- 
tation and re—-equipment of tne industries efter the sap.) 
Further, there was enother important aspect of the problem which 
had also to bse token into account. It was essential to immop~ 
ilise, during the pericd of the war, as ruchn as possible, of the 

° 

excess profits to provent postponable private expenditure from 
competing directly with the wer efforts and exerting an un- 
healthy influence on ,rices. Tor securing these three objectives 
an ingenuous scheme was devised in 1942. Government offered to 
refund up to one-tenth of the net excess profits tax paid by any 
tax-payer, provided a sum sequal to double this amount was de-— 


(31) 


posited with government . The deposit was fo carn a simple 


interest ot the rate of 2 pel. and to be paid back together with 
the Government Gontritution within twelve months after the end 
of the ware. In 1943, jt was made obligatory to deposit one~ 
fifth of the €epete pald in respect of any accounting period. 

In the following year, the compulsory deposit was increased to 
19/64th of the eepete for Companies and 17/64 for individuals 
and partnerships.‘ 22) This had the effect of immobilising as 


deposits the entire excess profits after e€.pet. had been paid 
thereon and income tax and guper tax on the balance .( 22) Thus, 


(29) Budget speech 1942-43: Parae li5. 

(30) The treatment of depreciation of capital for the purposes 
of taxation is explained in “Exemptions and sllowances" under 
{B) Income Tax, in this chapter. 

(351) Finance Act, 1942. Sec. 10. 

- Finance Act, 1944: Sec. 8 (3) (a). 

33) Yn 19libk=45, in respect of Companies, the income tax was 4 
ennas 6 pies in the rupee and supertax (Corporation tax) 
three annase These, together with the € epote absorbed 805% 
of the excess profits. The deposit of 19/651, of the eepot, 
amounted to 20% of the total excess profitse In respect of 
businegses, other than companies, the rate of supertax on 

{Continued over leaf) 
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in the later stage of the war, the’ excess profits tex in indie 
became, in effect, as in the United Kingdom, a full-fledged 100 
per cent. impogte. This was indeed an eminsntly,desirable 
device . It created forced savings and canalised them for in- 
vestment wlth the government, and thereby served, to some extent, 
anti-inflationary purnose. At the same time, reserves were 
built up for the rehebillitation and re-equilpment of industries 
ir the post-war years. 

The tax proved to He a ni ghl productive source of revenue, 
expanding at consideranle pace year after year. Starting from 
a modest beginning of only two crores of mrees in 1940-41, the 
yield became ag much ag 92 crores in 194-45, amounting to 23 per 
cent. of the total revenue of the central government. The ex- 
pansion in the yield from year to year is snown in the following 
table . 


Table 35 o 
Bxsess Profits Tax. 


(in iakhg of Rs) 
Year Under Corpor- nder Total HePeTe as © 


err BLL On axe Income Tax Of central reveame 
1940-41 1,67 33 2,00 lel 
1941-42 7.02 1,67 8, 9 5 0 
1943-4 39,86 13,71 53.57 17 «7 
194-45 67 ,4h 24,67 S251. 233 


Lv ears 11,18 L221 Lp so 
Figures for ae an 2-145 are revised estimates. 


Actvals are not available) 


(33) (Conta) the first slab of income over 56000 (which was the 
exemption iimit for €.pete) was 4 ennas in the rupee and 
higher on further siabs. The Compulsory deposit for them 
therefore was prescribed at 17/64 of the G.epete It was also 
provided that if it was found that the income tax and Super 
tax payable by guch businesses on the balance of excess 
profits excesded 15/61 of €epete, thse deposit would be 
correspondingly reduced. 


Digitized by PPRACHIN, SOA 


- 194 = 
Large excess vrofits aros¢, as in every other 
Country, owing to the inescapable bottle—necks caused by the 
war’ exigencies es well as ithe heecvy expend iture incurred by 


La 


the government. The main economic wdvantage which was 
derived from India's wer sunply activities accrued 
undoubtedly to the industrial and commertinl eections of the 
community. But there was, bsldes, a more serious factor 
operating in India. Inflation in Indian assumed imnense 
proportions as a consequence of the financinil policy adopted 
by governmente This resulted in heavy disequilibrium in the 
cost-price structure and the emergence of large excess profits. 
(ith the rapidly rising prices, incressingly large profits 
were carnca.e Accordingly extensive revenue accrued to 
government from the 6 epete. and this was largely due to the 
financiel policy adopted by rjovernment during the ware 

The exemption limit of Rs.36,000 msde the tax applicable 
largely to Corporations, so that the major portion of the 
total yield of Cepete accrucsd under corporation tax. Under 
the Niemeyer settlement, the revenue from income tax other 
than corporation tax formed a Jivisible pool between the 
centre and the provinces. Accordingly only a very ‘small 
portion of the revenue from ¢epete. ‘had to be distributed among 
the roves 

This 100 per cent. impost had its beaneful consequences 
on industry. Rising prices brought in more and more money 
profits, but the. quantum of real profits was very different. 


(3k) This question is fully discussed under the section 


“Income Tax and provincial finance." 
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"InTlationary profits, althougn they may be high in Germs of 
° 

money and therefore liable to es.pe.t. may not ne at all nigh in 
reel po because their rsal value is cut down by hign 
prices.” On account of She hsavy axation, it was not 
possible to maite adequate provision in conformity with the 
rise in prices, for replacements and renewals after the war, 
The rise in prices occurred on a very much greater scale in 


(36 ) 
Indie than in most of the allied Countrjes, and the effect 


୨ 


of this tax was ther 


(0) 


ore correspondingly more severe, The 
industrial plants were overworked and there was a rapid 
depreciation of fixed cavital,. Jith the prices rising to two 
and a half times the pre-war level the depreciation funds were 
too meagre for the purpose. The expenditure needed for 

° 
reconverting jndustry to peace-time conditions tras on a much 
larger scale. tfioreover, in the case of countries like the U.K. 
or the U.S.A, post-var rehabilitation was largely a question 
of replacement or re-equipment., In the case of India, the 
existing ecuipment was largely out of date and it was a 


problem of large-scale modernisation of the equipment, with 


om ¢ mn msemegte ar eer Ai Hepa ar 


(55) Hicks, Hicks & Rostas -~ Taxation of War Wealth: P.56. 
{36) ‘mholesale Index January-June 1939 = 109 
1939 1940 1941 1୨42 1୨43 1944 1945 


UK. 106 140 1597 164 167 A171 174 
UeS eA. 101 103 114 L120 135 136 139 
Canada 103 113 123 130 156 140 141 

India 109 121 141 187 53ll 302 292 


(R.B. of India: Report on Ourrency and Finance, 
1945-46 } . 
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plant end mechinory imported from sbrosd, end therefore at 
greater expense. Further to maintain the same volume of 
business and turnover at continusvclly rising prdces, an 
increasing volunc of vworking enpital was necessary and the 
normal working capital could not meet the requirementS.e In 
the circumstances high texsctition, to a certain extent, 
confiscated & part of the industriel capitale It was a highly 
desirable fenturc that government offered to refund one=~tenth 
of the €epete SOON after the ver. Together with the 
compulsory deposits, about 26 per cent. of the excess profits I 
31) 
was to be received back for replacement and rehabilitation. 
This was certainly a liberal »roportion ands as such, 
considerably softened ithe brunt of a 100 per cent. imposte 
It would appesr from this analysis that this high 
taxation must have adversely nit tke businessmen and 
industrialists. But “in spite of the war-time taxation, it is 
indisputable that enormous private fortunes have been made 
during the war". It may be inferred from this that the 
(357 The compulsory deposits were 19/64 of the 6epete that ls 
about 20 per cant. of the excess profits. Government was to 
refund 1/10 of the tax, which amounted to about 6 per cent 
of the excess profitse Thus 26 per cent. of totsl excess 
profits was to be received bnrck by the taxpayer after the war. 
In Great Britain, under the Finance Act of 19k, 20 per cent 
of the 100 per ceént. tax wae to be refunded efter ihe ware. 
(38) Budget Speech, 19ll-l45:+ Para. 66. 
Mre LefeKhsn, the first ‘Indian' Pinance kember in the interim 
government, also spoke about the large accumulations during 


the War eo a A 
Budget Speech, 1947-8. Para 53. 
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administration wos not strictly effcctive every.:here and there 
vee gponsidnrable evasion of the tax. The nizher the rate 
of a tar, the greater is the exrtost to which means are devised 
to eseane cs mveh of it cog procticatle, apd wnder the nO 
conditions, evnsion Wes nossible fo on apnreciable extent. 
In a Bill in 1945, government proposed to arm the assessing 


authorities with Sa powers to prevent evasion, but it 
40 


wos vehomently onposcé. Such powers, nodoubt, would have, 
to a certnin extont ,oncroached upon personal liberty, but they 
would have served fn necessary purpose. As it was, mn impost 
of 1060 per cent. i nrinciple, wes not, in actual practice, 
effectively co, ir 211 cases, ond loarce accumuiattons were made 
out of the ar profits. 

Tho ereoss prrofits tax was imposed Cs an emergenoy tax 
and was abolished soon after the war was over (in April 1946}. 
The budget of 1946-47 was welcomed herrtily by the business 
eommmity end was described by others as fn trich man's budget!', 
tnlike the war-time finance member, Sir Jeremy Raisman, the post- 
war member, Sir Archibald Rowlands, Zeprecated the @.Det. in 
severe terms. “By all canons of tagation doctrine,” he 
remarked, "it is 2 thoroughly bad tax. It is k rough and ready 


4{n its operation; it is unfair in its incidence and beyond a 


(39} “Everybody knows", said the Finance Member in 1945, 

"evasion is going on 3 very large scale". JlJegis. 
Assembly debates, 0.35.45. P. 1528. 

(40) Sze mder the soction "exemptions end allowances." 
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(41) 

nm eertain point, it is ~ direct inducement to inefficiency.” 
It was, no Soubt, imsciontifie ix its operat ion.and bristled 
with afministrstive ecorniientionsg but it certainly did not 
offend against “11 the cannons of toration. It had all the 
merits of tx on “indfn1ll incomes; it intercepted undeserved 
enrnings anf reduaecs tho ine-usiities rising out of wnfair 
rdvantages from the national calamity. The principle 
wiwnderlying the tar is not wisotnd, although its working 
demonstrated sorious shortoomingse There were considerable 
aiffieulties {n securing eny ecuitable applicntion of this tax, 
end, es sush, it eculd not be considered 10 Geserve to occupy 
a pernsmaant rilece in s fiscal structuro. But that does not 
mean thst 1t should have boen abolished Armediately on the 
cegssntion of hostilities. Governnent hastened to terminate 
the tex presumably because it wae fTenrsd that deflationary 
tendencies weuld set in soon after the var was over, on 
spite of the reduction in the éefence exponditure, the 
inflationary ocm2itions beens even more pronounced end the 
Aecoftsion.: to vithdrow the epete proved to bes premstare. 
"4 time when privete spending is on the increase and when 
business activity is still expending in an inflationary manner, 
is not a tire when reductions in taxation are themselves 
desirable.” Althourh the war was over, the war-time 


acomditions, which justified the e.pt., Continued wmabated,. 


(£ | Bndget Ipecch, 1946-47. Para 40. 
\48) Hioks, Hicks & Rostas: Taxation of War fealth. P.56. 
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The gentral government still budgetted for a deficit of i 
Crores. Even drastic reduction of expenditure would not 
have justified a premature reduction, far less sbolition 
of taxes ,and it was desirable to maintain the war-time 
texetion as long as inflationsery pressure continued to be 
acutee (143) orcover, although tne excess profits tax 
was imposed for the purpose of securing a large revenue ,» 
it was essentially ea regulative measure . It was a necessary 
concommitant of rationing and price control. (44) when 
it was necessary to maintain all the other controls, there 
was no justification for decontrolling profits in such a 
manner. The economic disadvantages and the inequity in 
administration were exacggerated by the 100 per cent. rate 
of the texe Tt was no doubt necessary to reduce the rate 
in order to énccurage efficiency and economy, and to 


rationalise the administration when the war was OoOVer. 


(43) iarrine” SG. Eccles argued for the retention of all 
war-time taxes including €.pet. during the period of post- 
war inflationary pressuree (Federal Reserve Bulletin, 
Merch 1944} p.224) 


(44) The prime function of e€.pe«t. is to hold down corporate 


profits; its secondary function ig to produce revenus . 
ReMagill: Impact of the Federal Taxes. p«i62. 
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But there vas no justificstion fer the haste in obolishing 
else 
1t altogether, without devising enything edae to take its 
° 
pleace.e(45) Such a tax with s reduced rate should have 
Loemained as a neccessary Tecoture of the tax system during 


the period of soute inflation 


(45) In 1947-48, a special income tax of 16-2/3; was imposed 
on business profits exceeding Rs. one lakh a year. In 
justificstion -of this tax, Mre LeAkhang the Finance menber 
atated that the abolition of €.epete in the previous yeer was 
premature . 


A gradusted tax on capital gains, exceeding Re .15000, 
from the disposal of capital assets was also imposed in 1947-48. 
It was intended to affect incomes which might properly be 
described as unearned incrementse a t 
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{B) Income Tax. 


The Proe-war Systeme 


An imcome tax was imposed in India for the first time 


in 1860, as on: of the measures to meet the financial 


difficulty caused by the mutiny of 1857. Tt was intro- 
duced amidst © storm of hostile aiticisms from both 
of ficial and non-official quarters. Being anadabsolutely 
new and unfamiliar levy, it was repugnant to the feelings 
of the peopi€e ith hesitation and reluctance , Government 
adopted it as n purely temporary measure to cover the 
financial necessitye The tax came to an end five years 
after. Though an imperfect machine at the time, it was 
considered as a potent source of revenue to be utilised in 
cases of emergencye Up to the year 1886, Government 
pursued a policy of vacillation with regard to this taXe 
Financial difficulties arose at frequent intervals, but 
Government could not adopt a bold and systematic scheme 
of income tax. Experiments were made with makeshift 
arrangements in the forms of a licence tax and a certificate 
taxe On account of persistent budgetary deficits, income 
tax was revived in 1869, to be abolished again in 1873. 
No definite, rational or consistent principle was adopted 


during this period of trial and error. 
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Tne successful administration of income tax postulated 
commercialised conditions, and in India, with agriculture 
as the main occupation, such taxation was beset with 
considerable difficulties at this time. Income tax at 
this steage was applicable to agricultural income also 

and a computation of this income vias a particularly 
difficult affair. (1) he joint family system presented 
peculiar complications with regard to assessments But 
apart from the administrative difficulties, there was strong 
resentment agninst the tax in generale he average person 
disliked the submission of his pecuniary and private 
affairs to the enquiry of the state officialse S ome 
people even connccted the idea of income tax with some 
prospective plan of confiscation of their propertye 

Above all the actions of the subordinate servants of the 


state made the tax highly unpopular. 


Ler 


(1) In India, where farmers are illiterate and not in 

the habit of keeping accounts, it was a matter of great 
difficulty to ascertein the net income from agriculture e 
Difficulties were particularly great, because the exemption 
iimit was only-Rse. 200 a yeare The rough and ready methods 
adopted for computing agricultural profits resulted in a 


good deal of hardshipe 


J. P. Neogy gives instances, where the standard profits 
adopted in Bengal varied from Rse 5 to Rs. 814 per bigha 
according to the crops raised and the decisions of collectors 


in different areas. 
Evolution of Indian Income Tax. pe270., 
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People were subjected to a good deal of harassing at the 
hands of corrupnt officials, and at some places. the extent 

to which psople were oppressed under the system of corruption 
and extortion had no limits. (2) Under the circumstances, 
it was necessary to proceed with caution, and Covernment 

had, during this period, to feel its way through a dark 

and complicated labyrinth, with no past experience to guide 
it. 

In 1885, it bescame necessary to remodel the military 
positione This necessitated increased military expenditure 
for strengthening the frontier defence and extending the 
strategic works. The finances were, besides, embarassed 
by the fall in the gold value of silver entailing considerable 
loss by exchange. Additional taxation had to be under- 
taken, and in 1886, a permanent measure was adopted for 
‘imposing e tax on income derived from sources other than 


agriculture .' (3) 


eater eran ere fe rater ineeeree 


(2) Ce Ne Vekil: Financial development in modern India: 
4 860-1 924. PPe 382-3 ° 


Petty officials entrusted with assessment often collected 
substantial bribes by assessing persons for much larger incomes 
than they actually possessed. In a number of cases, persons 
falsely assumed the title of collector of income tax, and 
travelled about the country taking bribes, on the pretence 
that they would arrange to have all persons who paid them 


exempted from income taxe 


(3) act II of 1886. 
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Under the Act of 1860 and the various income tax ACts 
between 1869-73, incomes from agriculture were subject to 
texatione The continuance of the cesses on land imposed 
in the early eighties, on the top of the land revenue was 
the cause of their exemption from income tax in 1886. (4) 
“The old objections against the ine one tax as being 
unsuited to an Oriental people, as being extortionate and 
oppressive were again paraded round the council tables 
but did not produce meh effect." (5) ith the lapse of 
time they had lost nmuch of their force and validity, and 
public opinion had become, to a considerable extent, 
reconciled to this taxatione 

Under the Act of 41686, income tax came as a permanent 
mea SUrE . The tax was broadly a proportional levye Limit 
of exemption was fixed at Rse 500. incomes betveen Rse 
500 and Ks. 2000 a year were assessed at 4 pies in the rupee 
(sbout 235) and those above, at 5 pies (25%). The measure 
was thus one of primitive simplicity, devised merely with 
a view to raising a certain amount of revenuee The main 
iines of policy laid down under this Act remained, however, 
unchanged till the outbreak of the first world war, with 
minor modifications in details from time to times. 
Oe rr Dr oe EO Ee EE ror 
(4) See section under “Tax on Agricultural Income." 


(5) Neogy: Evolution of Income Tax in Indiae pe 1417. 
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The war of 1914-18 was responsible for important 
changes e During the first two years of the wars, no fresh 
taxation was introduced, since the war was not expected to 
last longe In 1916-17, it became necessary to reise 
additional revenue, and it was natural to turn to income 
taxe Government had not so far thought in terms of 
progression in taxations “It was no part of the functions 
of fiscal arrangements," said Vilson in 1860, “to equalise 
the conditions of mene" There was no change in the 
attitude even by the time the first world war broke out. 
The income tax Act of 1866 did not recognise the principle 
of progression and all this time, the scale turned too much 
in favour of the riche din 1916, to raise additional 
revenue, & progressive scale of income tax was introduced 


as follows: 


Annual Rate Percentage of 
Inc one (pies per) income taken 
(Rs) (Rupee) by the tax. 

1000 = 1,999 ls 2% 
2000 = 14,999 5 2.6% 
5000 - 9,999 6 3 e1% 
10,000 = 24,999 9 le EF 
25,000 and overs. 12 2%, 


This graduated scale arose out of financial necessity, 
but its proper place in the tax system was not adequately 
recognised.e It is significant to note that a change in 
the right direction was effected under the pressure of 
circumstances and not by realisation of fundamental 


principle. 
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Once however e break was made, it became difficult to revert 
to the status quo ante. 

In 1917 a var contribution of £100 millions was paid 
to the British government .e The loan raised for this 
purpose involved e recurring liability on account of interest 
and sinking fund charges « Further taxation became necessary 
to meet these additional requirementse Accordingly in 
addition to income tax, a super tax for the first time was 
imposed in 1917, on all incomes exceeding Rse 50,000 a year 
at the following rates. 


For every rupee of the first 50,000 


of the eXCesS ese 1 anna 
aିଠ . next 50,000 eee 45 annas 
doe next 50,000 * eo 2 annas 
a0. next 50,000 le. $ annas 
doe of the remainder 3 annas 


The great war of 19i1l=158 was thus responsible for the 
imposition of a super tax and the sdoption of a graduated 
scale of texatione Since then the principle has been 
definitely recognised and progression has become a permanent 
feature in the system of income tax in Indlae 

During and after this war various administrative 
modifications were introduced with regard to assessment 
and collectione All these brought into existence a 
financial instrument of great complexity. In accordance 
with the reforms of 1919, the administration of income 


tax had to be completely centralised. 
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It became necessary to repeal all the previous enectments 
and codify the laws on the subject in one consplidating 
statute. This was effected in the Income Tex Act of 1922.(6) 
According toc this Act, the edministrstive portion of the 
law was separated from the fiscal portione The procedure 
edopted was enalogous to the prevailing practice in Great 
Britain. The ଯpasis, method and machinery of assessment 
and collection were embodied in this Act, while the rates 
of the tax were left to be determined from time to time 

in the anmal finance £Cise The legislature had therefore 
to be consulted every year with regard to this tax on the 
occasion of the passing of the finance bill. 

To meet the financial difficulty arising out of the 
depression of the thirties, the rates were temporarily 
increased and the limit of exemption lowerede (7) with 
the improvement in the financial situation, the rates were 
gradugslly brought down end the small income tax payer was 
given relief by raising the limit of taxable income. The 
Act of 4922 remained ag the basis of taxation of income in 
Indiae 


oer oo ema memento pemtict nities atresia ete 


(6) Act XI of 1922. 


(7) The exemption limit which had been Rs. 2000 since 
1919 was reduced to 1000 in 1930. 
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Although progression was definitely incorporated into 
the system of income tax since the war of 191lje416, it aid 
not go fer enoughe The rate of taxation was relatively 
high in the lower ranges of income. Advanced opinion 
in the Country desired a further development in the 
graduation of the rates. (68) Besidcs, the working of 
the Act of 1922 revealed certain anomalies in the assessment 
and the scope for ‘legal avoidance! of the tax. Government 
therefore sppointed an Enquiry Committee in 1935 to make 
an investicetion into the system and its effects, and to 
report upon both the incidence of the tax and the efficiency 
of its administration. (9) The method of graduation with 
regard to income tax was different from super tax.e The 
principal defect of the existing scale of income tax was 
that it taxed the vwhole of the income at a specified rate 
when the income exceeded a certain limit, and not merely 
the excess over the limit at that rate, as was the case 
in super taxe The result was that the amount of the 
tax at certain points advanced by jJumpSe 


enorme ritmo parr errr eereeeeert tert 


(8) vide: Indian Economic Conference: Papers and 
DiscusgsionSe Indian Journal of Economics, April 1925. 


(9) The investigation was conducted by J. Be Vachha, 
Commissioner of income tax, Bombay and C. W. Ayers and 
Se P. Chambers of the Board of Inland Revenue in the United 


Kingdome The report was gubmitted in 1936. 
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To avoid the injustice of leaving a person with a higher 
income worse off than one with a lower income, A& scheme of 
marginel relief was provided. (10) The additional amount 
of taxation an assessee had to bear on exceeding a limit 
in the scale was not to exceed the excess of his income 
over this limite Thus up to a certain excess above a 
limit, he did not acquire any advantage by the increase 
of his income beyond this limit. 

On account of the sudden jumps in the amount of the 
tax arising out of this ‘step’ system, assessees tried by 
different deviceg to keep their incomes below particular 
limits during the particular accounting period. To 
remedy the defects of this system, the Committee reccomended 
the adoption of the ‘sleb' system, i.e.» "application of 
progressive rates to successive slices of income ,"(11) which 
was in operation in the case of the super tax. The system 
was accordingly modernised in 1939 and the Peta adopted 
in the Finance Act of that year considerably increased the 
scale of progressione "There must in future," said the 
finence member, “be no suggestion that the administration 
was harsh to the small tax-payers and far too lenient to the 


rich.* (12) 


(10) Sec. 17: Act XI, 1922. 
(411) Income tax enquiry Committee: Report 1936. pe13. 


(12) Legislative assembly debates: 7 elie38. p.2729. 
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Under this Act, the rates of income tax and super tax 
were as follows: 
Incorie tax; - 
(Exemption limit Rs. 2000) 
Rate per rupee e 


On the first Fs. 1,500 of the total income eeeNil 


On the next Rs. 3,500 eee pies 

On the next RSe 5,000 eoel anna 3 ps. 
On the next Rs. 5,000 eee2 amnasg 

On the halance of ihe income eoe2 amnas 6 pse 


Super tax:- 


on the first Rse 25,000 eeeNil 

On the next Rs. 10,000 eeol anna 
On the next Rse 20,000 eee2 annas 
On the next FsSe 70,000 ee e535 emnas 
On the next Rse 75,000 ee oli &nnas 
On the next ES. 150,000 se e5 amnas 
On the next Rs. 150,000 e ¢ eC annas 
On the balance of the income eeef7 annas 


It may appear from this that the scale was fairly 
progressive. It was of course something of an improvement 
over the previous scale, since two-thirds of the taxpayers 
subject to income tax under the above scale were to pay lesS, 
and one-third more than they did under the old scale .(13) 
put graduation in the rates, as will be shown below, was 
far from what it should have been, particularly in the 


context of Indian Conditions e-~ 


(13) Ibid. 
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The Indian tax system was predominantly built Hp on 
Consumption taxes and was therefore highly regressiVee 

In 1939-40 out of the total central and provincial 
revenue of 214 crores, only 19 crores or 9. per cent. came 
from income tax (including cor,.oration tax), which was 
the only progressive taxation in the country. Moreover, 
although a land of small incomts, India harbours grave 
inequalities. With Rse 2000 a year as the exemption 
limit, there were only 267,216 assessees to income tax.(14) 
Such a small number in a country of more than 5 crores 

of families shows clearly the unequal distribution of 
income in the sotintey ° And then, under the scale of 
1939, a person with Rse 100,000 a year had to pay only 


26 per cent. of his income by way of income tax and super taxe 


(14) All-India income tax report and returns: 1939-40. 
The relevant figures in this connection are from that reports. 


(15) According to the census of 1941, there were 
57,655,715 occupied houses in British India. 


There were persons with more than Rs. 2000 a year 
from agriculture e Figures about the number of such 
persons are not avallablee According to the Taxation 
Enquiry Committee of 1924-25, there were about 4000 and 
2000 such persons in Madras and the Punjabe In 1939-40, 
there were 30,133 and 25,411 assessees to income tax in 
these two provinces. It may be concluded that persons with 
agricultural incomes of Rse 2000 and more were about £ of 
the persons with similar non-agricultural income Sse 
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Although the effective rate for still higher incomes was 
higher, the total number of assessees with incomes of 

RSe 100,000 and more a year was only 4685. Distributive 
Justice cleerly demanded a very much nigher rate from this 
handful of extra-ordinarily prosperous people e Moreover, 
in the context of Indian conditions, an income of even 
Rse 15,000 = year must be regarded as uncormon affluence, 
but a person with such a large income was taxed to the 
extent of only 7.9 per cent. of his incomee The scale of 
progression was vtiterly out of tune with the economic 
structuree Layton in 1930 drew pointed aettention to the 
low rates and inadequate progression in the Indian income 
tax. (16) But the subsequent modifications in the tax 
were far from being appreciable. It was imperative not 
only to raise the rate much higher on incomes of RS. 1,00 ,000 
and more, but also to subject incomes above Rge 15,000 to 


considerably higher rates of taxatione 


(16) Indian Statutory Commission: 
Report; Vol Ii Part VIII Che le 
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Development of inc oms 
tax during the ware 


In most advanced countries, income tax has been a major 
source of revenue to the governmenie On @ccount of its 
elastic character, adjustments in the rates of tax could 
be relied upon to meet periodic fiuctuating requirements e 
This vas possible because income tax vas responsible for 
a large portion of the total revenue and variations in 
rates at, say, half-yearly periods, caused 1ittle admini- 
strative difficulty. Income tax in India has been in 
existence for a much longer period than in many advanced 
countries, (1) but it occupied, even by the time the war 
broke out, a position of rather minor significance in the 
revenue system of the country. A comparison with certain 
other federations clearly brings out this difference. 

TABLE 36. (2) 
Percentage of revenue from income tax (ineluaing 


corporation tax) to total revenue . 
1937-38. 


” Federal Federal Government 


Countr Government and units together 
U. S. Ae 5 58 


Canada 24 22 
Australia 410 49 
South Africa 37 39 
India 4 8 


(14) In U. S. Ae, the Federal income tax was introduced 
in 1913. France came to have a comprehensive scheme of 
income tax in 191l4.e Modern income tax in Germany dates 


back to 1891. 


See next page for note (2). 
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The ratios of income tax revenues acoruing to federal 
governments to their total revenues do not provides a 
correct basis of comparison. The Federal governments end 
the units conswiffuting the federations imposed separate 
income taxes or shared the proceeds between them. In 
Australia, for instance, in 1937-38, the bulk of the 
revenue from income tax went to the treasuries of the 
constituent states, while in India, provincial governments 
received a very emall share. The comparative importance 
of income tax can be properly judged by considering the 
total revenue from such taxation in relation to the 
aggregato revenue of the federal and the provincial (or 


state) governments together. 


{ 2) Computed from revenue figures given in:~- 


ଓଃ Statistical Abstract of the United States. 

b) Financial statistics of provincial governments 

in Cenade (Dom.Bureau of Statistics) 1937 end 
the Canada Year Book. 

(0) Official Statistics of the Commonwealth of 
Australia.Finance Bulletin No. 28. 

8 official Year Book of the Union of South Africa. 

€) Central and Provinciél budgets in India 


The percentage of income tax revermme to the total 
revenue of the federel governments has been calculated by 
taking into account only the portion of the prooceds of 
the tax accruing to the federal government. 
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It is evident from the above teble how relatively unimport- 
ant a role income tax played in the revenue structure of 
Indiae Till 1936-37, the entire revenue from this tax 
accrued to the central exchequere At times of financial 
stringency, attempts vwere made to raise the rates of the 
tax, but the additional revenue so obtained was hardly 
significant in relation to the financial requirements 

The rates were low, progression was not high and the 
burden of the tax was very light compared to advanced 
countries. It was possible and desirable to expand and 
improve, but there were many who doubted if this tax 

could at all be developed to any appreciable extent. 
Layton remarked in 1930 that in an agricultural country, 
like Indie, where a very large S56 Ule on was living on 

a very low standard and where much of wealth was not in 

a form in which it could readily be assesséd and taxed, 
the scope for such direct taxation was exceedingly limited. ( 3) 
This continued to be the basis of approach of the 
Government of India towards income taxe It was true that 
there was not so large, a scope in India for income and 
business taxation as in industrially edvanced countries, 


but this argument was rather exaggerated. 


te earner 


(3) Indian Statutory Commission: Report Vole XII 
Part VIII Che he 
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The war-time developments in income tax belije this 
underestimate o The policy, so far, had beem con- 
servative and unnecessarily cautious. The following 
teble shows the rapidly expanding revenue from income 
tex and the position this tax came to occupy in the 
revenue structure during the years of ware 


TABLE 37. 


Income tex and corporation tax during the war.(4) 
In lakhs of rupees 


Percentage of 


Income Corporation central and pro~- 
Year tax tax Total vincial revenue 
1936-39 15,2L 2,014 17526 8 
1939-40 ୨6,99 2,36 19537 9 
19L0-41 24 ,1:5 2,h7 214,93 10 
1941-42 30 s73 4.6L 35,37 13 
1942-43 505,76 9 ,00 59,76 17 
1943-44 63,98 11,59 75,57 16 
1944-45 82,35 16,78 99,13 17 
4945-46 91 12 7.10 98 ,52 16 


The above table shows the enormous growth in the 
revenue from income tax during the war period. From a 
small yield of 17 crores in 1938-39, the proceeds became 
as much as 99 crores in 1945-46, i.e€., about 6 times the 
pre-war figure. Such an increase was not only unpre- 


cedented, but even beyond expectations. 


noe ee cr 


(4) The amounts under income tax include the provincial 
sharee The exact amounts accruing to the central 
government can not be calculated because the provincial 
shares were determined by including the excess profits 
tax collected under the head ‘income tax'. 
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In spite of the considerable growth of the other 


sources of revenue during this period, income 


4 


tax 

came to occupy an extremely important place in the 
revenue system of the country. It mey perhaps be 
noticed thet+# at the end of the war, its relative 
position in the system became quite similar to 

the pre-war position in the important federations s 
though there were, in the meantime, further develop- 
ments in these countries. But the teble does not 
give a correct picture of income tax consistent with 
the developnent of its structure during the Ware 

The yield from the excess profits lax is not included 
in the above figures, and had there been no € epete, 
the revenue from income tax would necessarily have 
been very much greater. In 1945-46 , for instance , 
the rate of income tax on the slab of income beyond 
15,000 rupees was four annas and nine pies and the corp- 
oration tax, three amnas in the rupeee Therefore in 
the absence of €.epete, about half the eepet. Collected 
would have been realised under income tax and corporation 
taxe The relative importance of the regular income 
tax in the revenue system of the country would, in 
that case, have been much greater. In ascertaining 
the comparative importance of this tax, the excess 


profits tax should slso be taken into account. 
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In financing the war, almost all the countries had 
recourse to income and profit taxes to a very large extent. 
A gehaerp rise in these taxes vias effected from the very 
early stage of the ware Direct taxes accounted for a 
predominantly higher portion of the total tax revenue 
during the war than in the pre-tfar dayse (5) In important 
federations, major part of the proceeds of income and 
profit taxes accrued to the federuai governments e Of a 
total revenue of 124 crores in 1936-39, the Government 
of India secured only 17 crores or 13 per cent. from 
income taxe In 194-45, the proceeds of income and 
excess profits tax accruing to the central government 
amounted to 1566 crores, constituting 65 per cent. of its 
total revenue of 399 crorese In ihe absence of death duties 
and national defence or security taxes in India, a come 
parison with regard to the percentage of revenue from direct 
taxes to total revenue in different countries will not be 


appropriate . 


(5) World Economic Survey: (League of Nations) 1492/4. 
pe 170. 
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The relative importance of income and profit taxes in the 


revenue structures in different countries can be judged 
from the following table. 


TABLE 38. . 
Percentage of revenue from income tax 
and excess profits tax to total revenue 
of central (or federal} and provincial 


(or state) gover pvernmentse 6). 
—____COuntry 192 5 2h 1944- 
9 


Uv. Se Ae 

U. K. 51 53 
Canada EE 52 50 
Australia 33 Lo 43 
indie 2 30 3 2 


It will be seen from the above table that income 
and profit ilesxes did not play as important a role in the 
revenue gystem of india as in che industrially advanced 
countries e With the state of industriulisation, there 
vas not as meh scope for them in India as in those 
countries. But nevertheless it is clear from the figures 
given in the table that the pre-war conservative approach 


of the Government of India to income tax was radically 


altered during the viate 


CD — ere eter arta. 


(6) Computed from revenue figures given in;- 
a Statistical Abstract of the U.S. 
b) cmde 7099. For central government only. 
Figures are for calendar yearsp,e.ge., 1942 
for 1942-43. 
ଏ Canada Year Book. 
official Statistics of the Commonwealth of 
Australia. Finance Bulletin 37. 
(e) Central and provincial budgets in India. 
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Ineome end profit tnxras were developed to a very large extent, 
end increasinly grenter reliance was placed on theme Such 
a state cf cffoirs would have been absolutoly wimexpected in 
the normsl gourse of evontse It may be® argued that the 
i4nerensed revenue from these taxes was larpzely due to the 
hichly inflatoed incone structure in Inéia erising out of the 
war situntion.e There is no geinscying this fact, but 
nevertheless it was dué to the rates of taxation adopted 
during the war a With the return of normal conditions, 
a reduction in the yield from ineore fax was naturally to be 
expected, but so also from many other taxes. The relative 
{mportence. of this tax would more or less Temain as a permenen't 
fes’urese In view of this development, there emerged in 


India out of the war a much better balanced tax structure, 


{7} See wmider section, "Progression during the war." 
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Exemptions and allowancese 


Normally eny scheme of income tax prescribes a minimum 
taxable limit, exempting all incomes below from taxatione 
The limit has to be determined on various considerations 
arising out of the economic structure and administrative 
feasibility. In India it began with a low figure of Rse 
200 a year in 1860. The futility of taxing the low 
incomes between 200 and 500 a “ear was soon perceived. 
Assessees coming under this income group formed 2/3 of 
the tax-payers and paid only 1/5 of the total revenue .(1) 
The limit was therefore raised to 500 in 1886 and then to 
1000 in 19053, in view of the financial improvements, 
There was nc alteration during the ‘war of 1914-18, but 
soon after the var, it was raised to 2000 in 1919 in 
consideration of the high prices. This was considered 
since then to be the proper level of exemptione On 
account of the financial difficulty arising out of the 
depression, the limit was lowered to 1000 in 1931, as a 
purely temporary measure, and the old level was restored 
in 1936 with the improvement in the financial situation. 


nurseries etter renames es ARENA 


(14) YVakil: Financial development in modern Indiae pe.377. 
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There vere some who did not approve of exempting 
such large incomes as 2000 rupees a year from Gee tax. 
Layton considered this to be definitely a high exemption 
limit under Indian conditions. (2) It vas even higher 
than the limit prescribed in a vastly richer country, 
England, where it was Rs. 1666 {£125) a year. There was, 
however, an important consideration to be tsken into 
account . The English system provided allowances in 
respect of wife, children and dependents e No such 
provision existed under the Indian laWwe The Taxation 
Enquiry Committee, in 1925, justified the high exemption 
limit because of the absence of such allowances. (3) 

But, even so, in a country where the per capita amnnual 
income was only Rse 65, there ଷୟଥି ot be any Jjustifi- 


cation for exempting as high an income as 2000 rupees a 


year from income taxXe 


(2) Indian Statutory Commission: Report: Vol.ILl. Part 
VIII. Che Lh, 


(3) Taxation Enquiry Committee 1492-25: Report. Para 241. 
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Further, in a tax structure, comprising mainly of consumption 
taxes, most of which fell heavily upon the poor masses, the 
exemption limit prescribed was definitely nigh. (0 But equity 
was not the only deciding consideratione The problem had to 
be judged from the practicsel point of view.,., Between the years 
1931 and 193535 the taxable minimum vas lowered to 1000, but this 
proved to be scarcely worth the while. The following table 


brings out the relevant financial implications. 


Table 39. 
Number of Assessees to Income Tax and the amounts 
collected. 
Year Total No. Asse ssees Total income Income Tar: 
Qf with incomes ‘tax collected collected from 
Assecsees between {excluding 1000-1999 
1000-1999 Corporation roup 
tax) (Rupees Rs. .000) 
. OOO 
1932-3 5,644,354 2s7l,l71 13,93,59 69.73 
192%... 6,65 ,939 39,87, 3592 13,32,29 82,91 
4954-5 6,71,218 3 ,90,561 13,56 ,23 79,50 
1935-6 7,000,804 4,510,562 13,87 ,67 62,72 


{Source: All-India Income Tax Reports and Returns.) 


It is evident from the table that though the assessees 
with incomes below Rs. 2000 a year constitute? half the total 
number assessed to income tax, the revenue realised from them wags 


exceedingly meagre, being only about 5% of the total proceeds. 


4) In 1938-39, for instance, the total tax revenue proper 
(excluding profits from commercial undertakings, departmental 
receipts, etc.) of the central and the provincial governments 
was 126 crores of rupees. Of this, 714 crores came from 
customs and excige revenue, and only 17 crores from income 
tax and corporation tax. 
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Moreover, the cost of collection increased from 75 lakhs 
in 1930-34 to as much as 91 lakhs in 1935-36, ond fell to 
the pre-depression figure with the raising of tne 
exemption level to 2000 in 1936-37. This clearly shows 
the futility of bringing in a large number of assessees 
with incomes between 1000 and 2000 for a very smell revenue, 
particularly in consideratiort of the trouble and expense 
involved in the assessment and collection. 

During the first phase of the war, there was no 
change in the taxable minimime By 1942-43, ea stage had 
been reached, wnen in addition to raising revenue, it 
became necessary to adopt measures to assist in reliéoving 
the pressure of the enhanced volume of purchasing power 
on the limited supply of goods available for civilian 
consumption. Financial schemes had to be framed with 
this additional aim in Viewse It was tirerefore proposed 
in that year to bring down the taxable limit to Rs. 1000. 
The finance member pointed out in support of his proposal 
that persons coming within the income range of Rg. 1000 


to 2000 were not among the poor men in the country. (5) 


(5) “A poor man in this country is not & man whose 
income is between a thousand and two thousande A poor 
man in thig country has an income which is not even 
between one hundred and two hundred rupees a year." 
Finance menber: Legislative Assembly Debste h.3e42. 
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It was, however, felt that in view of the rine in the prices, 
it would not be Tfeir to extend income tax to this income 
groupe But it was necessary to extract a certsin amount 


of purchasing “ower from the persons belonging to this 


groupe An alternative was therefore offered to these 
asSsSEeESBHCES. The liability to inc ome tax could be completely 
discharged and no tax wes to be levied, if an assesgee 
excercised the option of depositing ¢ sum equal to about 

14: times the tax with the government, not to be vithdrawn 
until one year after ihe war. (6) The aim was to effect 

a compulsory postponement of private expenditure, This 
scheme of lowering the exemption limit gave rise to 

certain complications, creating particular hardship in 

some casesfSe A tax on professions; trade, calling and 
employment had been imposed by the Governments of CeP. 
(1938) und Bengal (1939), and any one assessed to income tax 
was liable to such taxation at a flat ratee Accordingly 

a person in Ce. or Bengel with an income of Rs. 1000 


to 2000 vas to be subjected to this provincicl tax on 


account of his coming within the scope Of income tax.(7) 


(6) Finance Act, 1942; Sec 8 (5). 

The rate of the tax for incomes below 2000 was 6 
pies per rupe¢ on incomes over Rs. 750. The alternative 
deposit was one rupee for every 25 rupees by which the 
total income exceeded RS. 750. 


(7) This came to light in the course of the debate in the 

Legislative Aseembly, when a member from Bengal pointed out 

the hardship that the tax~payer in his province would have 

£0 bear on account of the lowering of the exemption limit. 
Legislative Assembly Debate 19.3 «h2. 
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In view of this additional burden involved the taxable minimum 
was fixed at Rs. 1500 instead of Rs, 1000, Tnis 1imit, 
however, remained in force for only two years. Pricee were 
rising very fast and it was felt necessary to give relief 

to the people with low incomes. Accordingly, the taxable 
minimum was again raised to Rs. 2000 An 1944-45. 

The exemption 1imit was thus lowered for a short while 
with a view to serving an anti-=-inflationary purpose. This 
was not intended to play any significant role in the revenue 
position of the government. The additional revenue that 
could be realised by lowering the taxable limit was very small 
and, during the war, in a budget of very large éimensions, 
it was scarcely of any significance. It has already been 
pointed out that an exemption limit of Rs. 1000 was justified 
on grounds of equity, though such a low limit was inconsistent 
with practical and administrative considerations. But in 
the later phase of the war, with an inflated price-structure 
of two and a half times the pre-war level, Rs. 2000 a year was 
no longer a high income. If, in relation to the pre-war 
income structure, it was equitable to prescribe the taxable 
minimum at Rs. 1000, in 1944-45 incomes up to Rs, 2500 should 
have been exempted from income tax. The fact that the 
government reverted quickly to the 2000 1imit An spite of the 
war conditions clearly indicated the desirability of a higher 
limit under the existing inflationary price level. In the 
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immediate post-war years, price level still rising, it 
should be reasonable to raise the limit to about 2500 rupees 
a year, 

A scientific system of income tax should be pro- 
gressive not only in relation to income, but also with 
reference to needs. Provision for allowances for family and 
dependants on the English lines ig a necessary feature of 
a properly constituted scheme of income tax. But in spite 
of its desirability, under Indian conditions, it is beset 
with enormous administrative difficulties. In England it 
is easy to verify the claims by reference to registers of 
birth, death and marriages, In India such registers are not 
always maintained and are not, even where they exist, reliable, 
Further, it is very difficult to make allowance for dependé@nts 
on account of the joint family system. Provision for family 
and dependents thus gives rise to a good deal- of administra-— 
tive complications and it is not possible to prevent fraud. 
Moreover, marriage in India is practically universal. It 
is, therefore, not likely to serve any useful purpose to 
discriminate against the very small number of bachelors. 

This does not dispose of all kinds of allowances. 
There was no distinction before the war between earned and 
unearned incomes for the purpose of income tax. The Taxation 
Committee in 1925 considered the application of this distinction 


in India to be premature. When agricultural income wag 
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exempt from income tax and a large class of rentlers was 
enjoying an unusual privilege, it was not fair, they argued, 
to subject unearned income from other sources to higher rates 
of taxation. (8). On the logic of this argument, the 

entire scheme of income tax should heave been discarded. But 
as it was, there was no distinction applied to incomes with 
regard to their sources. War-time developments emphasized 
the need for introducing the distinction between earned and 
unearned incomes, Property-~owners in the war boom made 
enormous profits. Their accumulations rapidly expanded while 
those who depended upon earmings from exertion became, in 
spite of war-time increase in their incomes, much worse off in 
comparison, In relation to the future command over income, 
the difference in their position became more glaring. Besides, 
increased personal incomes were Sarnad during this period 
under high pressure and overwork, All this clearly brought 
out the inequity of the identical treatment of ‘earned and 
unearned incomes for the purpose of taxation. It was high 
time to make allowance for the depreciation of the human 
mechine. The high rates of taxation made this imperative. 
Government seemed to recognise the position very late indeed, 
and not until 1945, the last year of the war, was provision 


made for exempting 1/10 of the earned income, subject to a 


(8) Taxation Enquiry Committee: Report. Para. 242. 
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maximum of Rs. 2000, from income tax. (9). This allowance 
was not applicable to supertax,. Persons with more than 
25,000 a year, having availed themselves of the earned income 
exemption in respect of income tax, were not accorded any 
further special treatment. Now this favourable treatment 

of earned income was the outcome of circumstances arising out 
of the war. Though a belated an@ humble beginning, it 
removed a serious defect of the income tax system in India. 
Once the principle is recognised, it should open the way for 
extension to its logical place in the system. In the first 
post-war budget the earned income allowance was raised to 

1/5 of the income, subject to a maximum of Rs, 4000, (10). 
The application of this differentiation between earned and 
unearned income to the super tax range up to an income of 5 
lakhs a year was very inappropriate and undesirable. (11). 
With such high income a person has sufficient scope for 
accumulating wealth to derive unearned income in future and 
as such, the need for this further exemption loses all ite 
force. In the context of the income structure in India this 
favourable treatment to such high earned incomes was a 


reactionary policy. 


(0) Finance Act, 1945: Sec. 7 (a). 
(10) Finance Act, 1946: See. 11 (2). 

It was 1/1 in respect of incomes from 
salaries, subject to a maximum of Rs. 2000, 
(11 The difference in the rates of supertax in respect 
of earned and unearned incomes is given at the end of the 
next section. 
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Of particular importance are the depreciation charges 
and certain types of expenditure, which are allowed in 
ascertaining business profits, assessable to incdme tax. 

Under the Indian income Tax Act, depreciation was allowed on 
the ‘written-down value! of the different assets at different 
rates. (12). No special depreciation ves a1 oved during 

the trar on the excessive wear and,tear arising out of intensive 
working in multiple shifts. This did not, however, impose 

any particular hardehip because the Act provided that in case 
any of the assets were to be discarded earlier than contem- 
nlated in the gcheme of depreciation allowances, the difference 
between the written-down value and the sale price of the 

assets diescarded or their gecrap value would be deducted from 
the profits to be assessed to income tax in that particular 
year. What reslly mattered was the Nnigher cost to be incurred 
in effecting replacement, on account of the great rise in 
prices. Depreciation was allowed on the actual cost of 
acquiring the assets and not the cost of replacement. The 
Income Tax Act provided that the aggregate of depreciation 


allowances was not to exceed the original cost of the assets. (13). 


(12) tritten-down value* of any aesets in any particular 
year was the original cost of the assets to the assessee less 
the depreciation actually allowed by that time, This basis 
was adopted by the Income Tax Amendment Act of 1939. Prior 
to this date depreciation allowances were computed as a per- 
centage of the original cost year after year, 

(13 Income Tax Act, 1922. Sec. (10) vi. c. MThie 
provision remained unaltered in the Act of 1939, 
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Renewale and replscements were not possible during the war 
period. They were left to be effected in the immediate 
post-war years when prices were expected to be higher than 
they had been during the war. The depreciation allowances 
were inadequate in view of the rise in prices. There was, 
however, a relieving feature. The excess profits tax was 

66 2/3 per cent. in India as sgailsst 100 yer cent. in some of 
the leading countries. It has already been shom that after 
naying income tax and supertax on the balance of the nrofits, 
the rest was deposited with the government, and an amount 
equivalent to 26 per cent. of the e.p.f. was to be returned 
after the war. (14). This was a definitely compensating 
factor in relieving the hardship involved in the depreciation 
allowed, 

Certain special exemptions in the scheme of income 
tax, introduced at the close of the period im respect of 
manufszcturing concerns, were significant develoapmenis. 
Towards the end of the war, Government devised a form of 
assistance for the restoration and expansion of the machinery 
of production, in the Finance Act of 1944, the British 
Government introduced a bold scheme of depreciation and other 
allowances for the United Kingdom, granting a measure of 
relief to industries. It was realised that some new form 
of assistance was necessary in India for industrial rehabilie- 


tation, and taking the cue from the enactment in the United 


NOOO OR OD OOO ON OOOO OOOO OO OOD OOOO ODOT 


(14) See the Section under ‘Excess Profits Tax'. 
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Kingdom, the Finance Member came forward with a Bill in 

19/44, adapting the British provisions to Indien conditions. (15), 
It was proposed to grant special initial depreciation a110wW= 
ences of 20 per cent. on plant end machinery inetalled end 

10 per cent. on new buildinge erected after the 3jlet of March, 
1945. (16). These allowances were not to be deducted in 
determining the written=-down value of the assets concerned 
and, ag such, were calculated to encourage quick eduinment of 
industries. It was e2lso proposed. to allow for income tax 
purposes certain expenditure on scientific reseerch. The 
B4i11 vroposed for exempting from income tex any current 
expenditure on scientific research end sums paid to recognised 
research bodies and associations. With regard to any research 
expenditure of a capital nature, the proposal was to make 
allowance for one-fifth of such expenditure every year for a 
consecutive period of five years. (17). The proposal did 

not come a day too soon and it wae a highly deeirable soheme 
for npnromoting industrial research, Public opinion naturally 
welcomed the scheme, but there were certain other provisions 
in the Bill which were very much resented, With a view to 
preventing evasion of tax payments, the Bill proposed to 


empower income-tax officers to enter the premises of any person, 


(15) Budget Speech, 1945-46. Para. A5. 

(16) Income tax and excess profits tax (amendment) B41, 
PS: Clause 3 (a). 

(17 Ibid: Clause 3 (b). 
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jiable or belicved by them to be liable to assessment, for 
the purpose of making any enduirlee they considered necessary. (18). 
in the Legislative Assembly there wes vehement opposition to 
the conferment of such additionel powers on the authorities, 
end thereupon the Finence Member withdrew the entire Bill. 
It vas indecd & sad episode which caused much disappointment, 
it was nevertheless clearly recognised that the need for 
guch concession was imperative, and in 1946, Sir Archibald 
Rowiands, the auccecding Finance Member, introduced a Bill 
embodying the provisions regarding exemptions without the 
additional powers for income tax authorities proposed in the 
previous Bill. This nev Bill was passed by the Legislature 
and received the assent of the Governor General on the 18th 
of April, 1946. Under this Act buildings newly erected and 
plent end mechinery, installed after the 31st day of March, 
1945, were allowed special depreciation at the following rates, 
which were not to be deducted in determining the wri tten-down 
value for the purposes of the usual depreciation allowances. (19). 
(a) in the case of buildings begun and completsd 
between 1-4-1946 and 31-3=194A8:- 15 per cent, 
(Db) in the case of bther buildings t- 10 per cent. 
(oc) in the case of plant & machinery:= 20 per cent. 
These snecial allowances were much-needed concessions 


for encouraging Indian industries to rehabilitate and modernise 


? 


(18) Ipbia: Clause::8. 
(19). Act VIII of 1946: Clause 3. 
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themselves, and toc make them more efficient after the iar 

time exhaustion with almost no renewals and replacements. The 
usual deprscietion allowances vere inadeduate on account of 

the rise in prices. The cost of re-equinpment in the 

Ammediate post-war years was bound Go be very high. In view 


he 5 


of the neavy excess profits tax, industrialists were not 
expected to nave built up large regferve funds. In cone 
Eideration of these factors, the special allowances were 
necessary for the immediate purposes. But with the €.DP.t. 
abolished and industriaiiets continuing to make large profits, 
there is no reason why such special concegesions should be 
continue&@ for any apnrecieble length of time. 

The exemptions rogarding expenditure on research under 
this Act of 1946 were exactly as they had been in the Bill 
introduced in 1945. (20). The importance of this provision 
cannot be over-estimated, The U.K. Finance Act of 1944 
made a "comprehensive attempt to relieve from taxation altogether 
funds devoted to industry in thé support of fundamental 
recearch, to the translation of laboratory research to proe 
duction and to the full-scale development of the product". (21). 
The Indian Research Planning Committee in 1944 recommended, 


on these lines, the provision for industrial research to be 


(20) Ibid. 

{21 ) Yords of the Chancellor of the Exchequer, quoted 

by the poner Member in his Budget Speech for T9A5=A6. 
ara. 46. 
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treated as permissible items of expenditure for income tax 
exemptions. Industrial research in India is deplorably small; 
vast fields yet remain uncovered and there is immense leeway to 
make up e The Act made an important contribution to the promo- 
tion of research by exempting expenditure ificurred for the 
purpose from income tax. It would indeed be desirable to 
exempt the entire capital espe nat G0re on research from taxation 
in the year in which sueh expenditure is incurrede The policy 
should be continued with the necessary caution that all such 
expenditure is devoted to genuine research purposeS. 

All the various exemptions and allowances were introduced 
under the circumstances created by the ware. They have filled up 
important gaps, and alongside the high rates of income tax, all 
of them, with the exception of the special depreciation allowances, 


will, it is hoped, remain as permanent features in the income tax 


Systeme 
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Progression During the Ware. 


It is a notable fact that healthy developments in the 
tax structure are often achieved under the stress of ma Jor 
finasnciel difficulties. Marginal changes tend to follow 
existing forms. Larje-scocle chsntes often involve entire 
reconsideration.e #undamental Sm Poets vere adopted «ffectd 
in India under the hiizh pressure of war emergency. ‘The war 
acted as a powerful reformer of the tax system by demanding 
a very large share of natijonal income for the operations, 


and, at the same time, providing ean atmosphere conducive to the 


realisation of progressive ideas of social. justice. 


In March, 1940, it was not considered necessary to make 
any alterations in the 1939 rates of income tax. Having 
introduced modifications on the eve of the war, income tax 
was left to be tapped further, after other precticable 
means of balancing the budget had been explored. It was not, 
however, possible to wait very long, and in the supplementary 
Finance Act in November, 1940 a uniform surcharge of 25 p.C. 
was imposed on the rates of income tax and super tax for the 
remaining four months of 1940-41. Thereafter, with the 
repidly increasing demand for more and more revenue, the 
surcharges were increased further and further every year, 
while the scale prescribed in the Finance Act of 1939 


continued as the basic rate all the time. 
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A surcharge of l2.5 pec. had been levied on income 
tax in 1931 to meet the finoncilial crisis arising out of 
the depression. This was in accordance with a genersl 
surcharge imposed on all. central taxation. (1) It wes 
then definitely implied that this additiomal imposition was 
meant to be purely a temporary measure, which would be 
abolished as soon as the finances improvede.e The surcharges 
were accordingly not absorbed in the basic rutes of the tax 
and were taken off in 1936. 

The surcharges during the war were introduced on entirely 
different grounds. Under the Act of 1935 the proceeds of 
income tax formed a divisible pool hetween the centre and 
the provinces. Any increase in the yield from income tax 
had to be divided equally between them. If any part of the 
central deficits had to be made up by an increase in the 
ordinary rate of income tax, it vould, then, have been 
necessary to raise an amount equel to double the requirementse 
The financial emergency arose from the effects of the war on 
the budgetary positions of the central government, but not 
of the provincial governments, and it would not have been 
appropriate to raise the ordinary rate of income tax to be 
shared with the provinces. The Government of India z.ct of 

1) The general surcharge was QO 25 pe.C. Due to strong 


opposition in the Legislature, it was reduced to 12; pe.C. 
in the case of income taXe. 
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1935 provided for the imnosition of a surcharge on income tax 
for Telerni purrtoss snd the or oe thereof vero to 
form part of the -oncr 1 rovenues. It was tihercfore only 
the propor civzrcc to leave the brsic rate of the tar tmcheanged 
and levy 2 curolhnrce for exclunively central purvosese In 
order to nrovenit casy aé¢coss by this methoé to this joint 
source oF rovenue in emo of contral deficite, the Act provided 
thet hoe Governor Gonersl should be satlcfied that all 
practiocblen oconomies had been adonteG nnd other possible 

ternatives explored before permmititin:; the imposition of this 

SuUrCh~ Tee ““ ‘These conditions could not have been better 
snticfied wmnmdeér eny other ciroumst:noes. Thus the surcharges 
were + device to keep to the financial structure set up under 
the constituticn, and raise cdcitional revenue for the centre. 
There wac no suggestion ‘of reverting to the pre-war basic 
.Soolec, thouczh certain adjustments with regard to details might 
be foumd necessary. 

Thus, Jeeiing the basic rate intact, substantial 
increases were effected in the rates of surcharges during: the 
wor years.e By 1944-45, the rates had bécome fairly hich, and 
therefore in ths last war budget, except for a small 
modification, the previous a rates were allowed to 


eontintn. The rotes, as they ore increased from year to 


year, atcshoun below. 
poeentrertreeminnerpngmaneeapero erento trerarenen enrereerrertanae remaster ap ateertoenean cesta 


2} dovernment of India Act, 1935: Seao.l358 2 proviso (C) 
3) Government of Indie Ant, 19535: Ses.l41 (2 
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Under the supplementary Finance Act of 1940, an all- 
round surcharge of 25 p.C. was levied on super tax as vell 
as income tax on all the different ranries of incomes « This 
was increased to 335 p.Ce. in the following year. In 1942-43, 
the surcharge was raised to 50 per cent in the case of super 
tax as well as income tax on higher slobs of incomes, while 
the increase on the earlier slabS was raised even highersp 
being as much as 66-~2/3 per cent on the first taxable slab 
of income. “hen the basic tax ranged from three quarters of 
an anna in the rupee at one end to nine and half annes at 
the other, 1t was apparent that a uniform increase in ‘the 
rates of surcharges for all the slabs of incomes was necessar- 
ily limited. "The basic scales of tax in India“, pointed out 
the Finance member, “have since 1939, been highly progressive 
and the rate of progression has been further steepened by the 
application of the percentage ON Was accordingly 
concluded that uniform rates of surcharges vould mean exceed 
ingly high taxation at the higher stages, which would be 
inappropriate. The necessary alternative was to increase to 
a greater extent the rates at the lower ranges of income. It 


was however, realised that this high rete on low incomes 


(4) Budget speech, 1942-43; para lili. 

A uniform 66-2/3,, surcharge would have meant 15 pies 
in the rupee on the first taxable slab and 15 annas and 10 pies 
on the slab over 17 lakhs, leaving only 2 pies from every rupee 
of the additional income with the tx payer. 
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imposed a burden vhich was not consistent with paying 

capacity. Accordingly, provision was made that where the 

total income of an assessee did not exceed 6000 rupees a year, 
1/2 pec. of his taxable income was to be funded to his account, 
to be paid back vithin 12 months of the termination of 
hostilities.(5) It was surprising that even at this stage, 
Government were fiznting shy of further groduating the rates 

of taxatione Although the effective rates for the highest 
incomes had, by this time, hecome high, in the middle ranges, 
as will be presently shown, the scale was Very much out of 
tune. Government did not feel like increasing the burden 

on those whose incomes came within these ranges. But the force 
of circumstances exerted a greater pull. In 1943-44, the 
surcharges on income tax vias raised to the uniform rate of 
66-2/3 per cent, nnd in the following years,‘while the rates 

on the lower ranges were left unaltered, on the subsequent 
ranges, they were steepened further.(6) with all this increase 
in the surcharges on incume tax and super tax, the rate on 

the very highest slabs of income was raised to a very high leve)] 
It became 15 anmnas and 3 pies in the rupee. But for the middle 
brackets, the rates advanced by small doses. Nevertheless, 
greduation was carried further year after year snd the scale 
became definitely steep in the last year of the ware 


OOOO OOOO OOOO OOOO OOOO OOOO OOOO OOOO PTO 


(5) Finance Act, 1942. Sec 8(7) 

(6) There was no further scope for increasing the surchargeg 
on super tax on the top slabs, which were therefore left 
unaltered. 
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Thus with all these surcharges, the scale of progression 
as it emerged from the war vas radicully different from vhat 
it had been on the eve of the war. Such a transformation was 
revolutionary in the Indian income tax Systeme The following 
tebles show the amounts and percentages of’ income payoble as 
income tax and super tax on certain selected incomes in the 
first «nd the last year of the var period. 

Table 141 
Income Tax and Guper Tax 


Inc one Amount payable as income 


(rs.) tax and super tax (Rs.)+ 
HOOD 2 Po BT 19h45- 
On wholl:z on wholly 
oo earned incomes unearned incomes 

2 5150 51 al 51 
2,500 7 59 78 
3 ,000 70 9h 117 
4,000 117 i644 195 
5 ,0 00 164 23 273 
6,000 2442 326 Lol 
7 , 000 320 443 534 
8 „ ୦୦୦0 398 560 664 
9,000 L777 677 794 
10 ,000 555 795 925 
12,000 805 1,100 1,362 
15,000 1,180 1,690 2,018 
21 ,000 2,117 3,206 3 , 800 
30 , 000 3,836 6,502 7,096 
40 , 000 6,336 11 , 3547 11,941 
50,000 9,148 16,815 17 ,409 
70 , ୦0୦ 15,711 29,158 29,752 
1,00 , 0୦୦ 26 ,023 48,377 48,971 
1,50 ,000 he 773 82,752 83,346 
2,00 ,000 65,086 1,219,472 1,20 ,066 
3,00 ,000 1,111,961 1,99 159 1,999,753 
5 „00,000 2,15 ,086 3,67 ,909 3,688,505 
10,00 ,000 5,11,961 8 pl oh72 8,45 ,066 
30,00,000 16 ,99,461 27 ,50 , 722 27 ,51,316 


SAO SECS ei eine Se ec Ga EO OR POE © DO ONE 0 ON ON Nr DE Pr PO eee same vena ei rei 
+ Rounded to the nearest rupee 
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Table L2. 


Percentage of income payable as jncome tax 
and super tax. 


Income 1939-40 1945-146 
Yholly Wholly 
earned unearned 

2,15 lel 1.6 2k 
2,500 1.9 2elt Bel 

3 .00G 23 Bel 3.9 
14,000 29 lel 4 e9 

5 „000 Je3 le? De5 

6 ,0୦00 4.0 5 olf 6.7 

7 ,000 4.6 6 «3 7.6 

8 ,000 5 0 7.0 8.3 
9,000 53 7.5 8.8 

10 ,000 5.6 8.0 9.2 
12,000 6.7 9.2 lle 

15 ,000 7.9 11.3 13.5 

21 ,000 10.1 15.3 18.1 

30 , 000 12,8 “21 .7 23.7 

10 ,000 15.8 28 oh 29.9 

50 ,000 18.3 33.6 31.8 
1,00 , C00 26.0 WB oh 49 «0 
1,59 , 000 29 +8 55.2 55.6 
2 , 00 , 000 32.5 59.7 ଠେ ‹ଠ 
3 , 00 ,000 37.3 66 el 66.6 
5 ,00 ,000 143 «0 73.6 73.7 
10 ,00 ,000 51.2 8h. 84.5 
20 , 00 , ୦୦୦ 553 89.9 8949 
30 ; OO , COO 56 6 91.7 91.7 
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In financing the war, almost every country raised the 
income tax rates to high levels and made progression exceed- 
ingly steep. Thourh an absolute ceiling was not put on the 
level of individunl incomes, ihe system came very near to thate 
In India, not only was the pre-viar leeway ର Ups but attempt 
was made in the later years ito bring the system into line with 
the policy adopted in other countries during the ware As is 
shown in the foregoing table, a taxpayer with an income of 
50 lakhs of rupees was made to pay as much as 91.7 per cent 
of his income as income tax and super tex as against 56.6 peCe 
under the pre-war rates. The rates were increased at all 
stages, but the extent of increase was much greater at the 
very high stagese Further, the £0 p.c. allowance in respect 
of earned income being limited to 2000 rupees, the relief was 
really available to persons of moderate incomes onlye Jn a 
land of glaring inequalities, all this development was, no 
doubt, a great achievement brought about under the war pressure . 
This might indeed appear as impressive and e very high degree 
of achievement in relation to distributive justice. This 
superficial observation does not, however, bring out the 
complete picture. Thirty lakhs J.s almost an astronomical 
figure, and to take by taxation 91.7 peC. out of such an 
enormously high income does not, in practice, make the system 
steeply graduated. A person with one lakh, for instance, paid 


only 49 per cent. of his income by way of income tax and super 
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tax, and such an income is definitely high, particularly with 
reference to Indjan conditions. liaeaking the highest rates 
applicable to extra-ordinary levels of incomes mekes graduation 
only theoretically steep. A reference to British scales brings 
out the deficiency in the Indian systeme ‘A strict comparison 
is not possible on account of the allowances in Britain for 
married couples and children. In the following table British 
rates have Leen calculated for a married couple with three 
children. 


Table 43. 


Percentage of income payable as incone tax and 
super tax (or surtax) at selected levels of income 
in India and the United Kingdome 

1945-46 . 


United Kingdom 
Married coupie with 


3 children 


Equiva- | Fully Fully Fully Fully 
RS « lent £ earned investment earned investment 

incomes e s incomes incomes 

2,150 161 ie 2e — - 

3,000 225 Hel 3e9 — —- 

Ll , 000 300 hel lie9 — lel 

5 ,000 315 he? 5e5 lt oB 8.5 
6,000 450 5 olf 6.7 7.6 11.5 

7 ,000 525 6.3 7.6 13.9 16.9 

8 ,0 0୦ 6େଠ 7.0 8.3 16 .0 21.0 
9,000 675 7.5 8.8 19.2 2h e2 
10,000 750 8 0 9.2 21.8 26 ols 
15,000 1,125 113 13.5 29.6 3 e3 
21,000 1,575 15.3 18.1 al e2 38.9 
30 , 000 2,250 21.7 23.7 40.0 3 eh 
40 ,000 3,000 28.4 29.9 46.9 47 «7 
50 ,000 3,750 33.6 344.8 51.3 53.3 
70 ,000 5,250 41.6 42.5 55.6 57.0 

1 ,0C ,000 7 , 500 Bel 49.0 62.2 63.2 
1,50 ,000 11,250 55.2 55.6 70.2 70.9 
2,00,000 15,000 59.7 60.0 75h 75.9 
3,00 ,000 22,500 E66 eh 66.6 82.3 82.6 


continued on next p8ege. 
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Inc ome Ind ia United Kingdom ___ 
Married tvouple with 3 
children _ 


hl Eguivee Fully Fully Fully Fully 
RS, lent £ earned investment earned inves tment 
MONE incomes ___incomes incomes incomes 
5 ,00 ,; 000 357.500 73.6 73.7 86 olf 88 «€ 
10 ,C00 ,000 75,000 Bled. 64.5 93.2 93.3 


Compared with the British system, with allovances in respect 
of family and children, income tax was payable in India from a 
lower level of income. This was justified on account of the 
difference in the standards of living and the average incoiies 
in the two countries. In the lower ranges as well as on the 
very high levels of income, the Indian Yates vere not inch 
below the British; but at the intermediate ranges, which extended 
to sufficiently high levels, the difference Was notable. This 
lenient trectment was particularly inconsistent with refeience 
to Indian conditions. in England, every pound beyond 2.67 
lakhs (£20,000) was taxed at the highest rate. In India the 
highest rate of 15 annaSs and 3 plies in the rupee was applicable to 
the slab of income beyond 5 lskhs of rupees (£37,500). In India 
a person with Rs .50,000 paid only 35 per cent of his income by 
way of income tax and super tax, while 53 per cent wes taken in 
England from a similar income (£3,750). In fairness and to 


make the system effectively graduated, the rates in India 
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should have been much higher at the intermediate stages end 
the maximum rate applicable from a much earljer Stage. 

Nevertheless, the overcautious and conservative pre-war 
ettitude was definitely left behind. ‘The scheme of progression 
thus brought about under the exigencics of ithe war was not a 
temporary deviation. It approached the modern systems in all 
Progressive countries. This development gave a remarkable 
orientation to the tax structure of the country. Advanced 
opinion in the country was long desirous of this development; 
but it was only a colossal war that brought it about. 

The scale of progression needs important modifications on 
the lines pointed out above. Once, however, the principle was 
accepted, it would not take long to rectify these detsils.e A 
distinctly compensatory factor vas thus introduced in the 
revenue system of the country which had, So long, been built 
up mainly with consumption taxes. There can be no suggestion 
of reverting to the pre-war system. That a high degree of 
greduation came to stay was obvious from the fact that the first 
post-war Finance Act vent even a step further. Progression 
therein was made steeper and higher rutes were charged at earlier 
gtages. The war-time developments in income tax have thus 


become deeply rvoted in the system and obtained approval from 


arrears carrera 


(7) The rates of 1945-46 end 1946-47 are given at the end of 
the section for purposes of comparisons 
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the advanced sections of the comimity. Apart from making 
minor alterations to suit the finencial requirements, no 
uture finoaonce minister 1s likely to conjemplate any 


substantiol revision of the system. 


Digitized by PPRACHIN, SOA 


= 3420 (1} - 


Appendix 


Reatne of Income Tex and duper Tax 
{ner rupes) 


Income vax 


Tneous LAS LDL: 
(Re } (Surcherges included) (fo Surcharge) 
First 1,00. Kil Nil 
Next 2,00 1 mnna 3 pies i anna 
“ext CC 2 anncs 1 pie 2 annas 
ext GOO ଏ * G6 piles 3 annas 6 pies 
Belenon of income 4 © 9 pies 5 annas 


RAR < ପଥ ଶେ କା emer 


— 


1:2 DOA: 


Earmoad inccre sllovance re 


10446 ;= 1/10 of income sutjcet to a mazinum of Rse2,000 
.1e46—47:= 1/5 6ିଠ ~Rs «4,000 


-» 


16 ome De}: in.06006 
(Rs. ) {(Surcherge (Rs. ) {No surcharges) 
included} holly holly 
Oe i Lermed __ WIneamed 
Ftrst 25,00 Mil First 25,000 N12 M11 
Next 10,000 2 mncas WH 10,000 2 annGs 3 annas 
ext 20,000 4 ennss 10,000 a3 4 " 
ilext 970,060 SF nmas 15,000 A 5 # 
Hext 75,000 7 mmnnas 20,000 oo ¥ 
. 30,000 6 fr 7 nf 
40,000 ୮ ଓ ୫ 
50,000 BG “ ଡୁ &# 
Next 1,50,0(C 8 ennas 50,000 * : 
1,00 ,000 9g" 0 = 
Next 1,50,06C 9 anues Next 1, 550, "000 20. H 10୫ 
Balance of-inecome 10% ennas Balance. of incomelO;y “ 105 
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Corporation Tax 


Before the war, income tax used to be collected from 
Companies at the highest rates applicsble in respect of the 
incomes of individuals and unregistered firms, that is, the 
rate at which the balance of income after Rsel5,000 was taxed. 
This rate was charged on ‘the entire amount of the incomes of 
Compenies. During the war, personal income tax was raised year 
after year by the additjon of surcharges, and the relevant 
surcharge with the highest rate was applicable to the income 
of Companijes.(l) This taxation did not reise any problem, since 
il was merely an administrative device for convenient coulleclilione 
The Companies deducted income tax at the maximum rates from the 
dividends of the shareholders, rvho received intimation about the 
amount deducted és income tax along with their dividend warrants. 
In calculating the tax on personal income, the amount so deducted 
was computed as a part of the total income und adjusted against 
the total amount of ithe tax payable by the assessee. In case 


the tax deducted happened to have been of an amount higher than 


(1) The following rate was charged on fhe balance of income over 
15,000 in the case of personal incoines and the entire income of a 
Company wes assessed at that rate. 


Hurcharges 
Basic Rate 1940-41 - 7% pies per rupee 
30 pies per rupee 1941-42 = 10 
1942-43 = 15 ¥ 
1943-44 = 20 
P 19Lh-45 = 24 
: 1945-46 = 27 
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the assessce vas liable to pay in consideration of his total 
income, he was allowed the necessary refund. Thus the income 
tax levied on the Companies was actually a tax on the personal 
incumes of the sharehold rse It was only collected at the 
° 

source through the agency of tne Companiese.e 

The super tax imposed on corporate incomes wes entirely 
different in character. This was assessed before the war at 
a flat rate of one amna in the mpee on the total profits, the 
fax so paid in respect of the cividends received by shareholders 
was not adjusted aguinst ihe atount of super tax payable on their 
total incomes nor could any refund be claimed by those whose 
total personal incomes did not render them liable to super tax. 
When the tax was imposed in 1920, objection was put forward that 
this was a super tax paid by the Companies in addition to vwhat 
was peld by the shareholders in respect of their total personal 
incomes, and amounted as such to an inequitable double taxation. 
This way of looking at the supertax on Companies vas not considered 
relevant.e "Yi/hat we are putting now", categorically stated the 
Finance member, “is a new form of taxation, well-known in many 


countries of Europe - a corporation tax" .(2) 


(2) Legislative Council Debate 22,.3.1920. 

The Taxation Enquiry Committee in 1925 expressed 
the opinion that this misleading name, Viz, super tax on Companies, 
should be replaced by Corporation profits tax.(Para 251). Although 
in official documents, the tax was referred to as Corporation tax, 
it continued to be shown in the amnual Finance Acts, as a super 
tax on Companies. 
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The flat rate of one anna in the rupee on tne total 
profits continued unchanged from 1920 until the outbreak of the 
war.( 35) There was no departure whatsoever during the war so 
far as the principle was concerned. Only the rate of the tax 
was increased along with the increase in the rates of super tax 
on person incomes. In 1920, the first slab of income assessed 
to super tox was Charged at the rate of one anna in the rupees 
and this was the rate applicable to the income of the Companies. 
The highest rate for personal incomes was then only three annas e 
Thereafter by diftierent stooges, progression became steepere In 
1939-140, the super tax rate applicable to the balance of income 
above 5 lakhs became seven ammnas in the rupee, but thc rate for 
the firsuvt sssessable slab remained ct one umna.e There vias no 
change in the rate of Corporation tax from the time of its 
imposition in 1920 and tne one~anna rate was still applicable 
to the vhole of corporate incomes on the eve of the war. The 
rate of corporation tux and tne super tax rate on the first slab 
of assessable incomes continued to be equal from 1920 to 1939, 
hecause they were equal in 1920 and there was no change in either 
during this perjod.e During the war, the super tex on personal 
incomes was stcepened much furthers but the rate of the Corporation 
tax was not considered to heve any relation with such chaengese 
Since, however, the rate spolicable to the first slab of personal 


DOO AOA OOOO OOO CO DOOD OD OOO DOL OOOO OOD AORTA OOOO OOOO OOOO OOOO OOOO ODOT 


(3) There was first an exemption limit, which was abolished in 
1939. 
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income assessed to super tex wes nlso increased, the 
Corporation tox had to fclilov sult. (4) There’was no logic 
in keeping these two retos ecucl, but this continued as ‘an. 
esteblished convention. Accordingly the whole of corporate 
incomes, without eny iimit of exemption, paid a super tax at 
a low fleot rate. 

Thie tex hac bhoen rather anomalous in oheracter. Tt 
was assorted that Corporstions possessed a special taxable 
capacity which ceoulG be renched oniy by such 2 tax. The 
frenchise gonferrscd on a Company by the State is a privilege 
whieh is something over and above the value of its property and 
in a measitre analogous to the goodwill of a firme It is this 
inde inite fsomethine* which gives vitality to the enterprise 


(4) {annas per runce) 


Suportax on 1930-40 1940-1 1941-2 19423 1943-4 1944-5 1945-8 
the lat sieb 


of assesscble 1 
personal incomes 1 Li} 1/5 iz 2 2 2 
Corporation tax 1 5g /3 3 5 3 3 


The rote of the cornoration tox was always equal to the 
lowest rate of super tax. During the lest two years of the 
war period, corporstion tax was .one anna highere But a rebate 
of one anna in the rupee was given on SO mueh of a Company's 
total income as was not distributed in dividends, other than 
daividends payable at a fixed rate. 


{Finance Acts 1944 end 1945 
2nd Sehedula: Pert 11) 
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and makes ite business worth having, and is therefore capable 

of being taxed.(5) These privileges of corporate finance - 
Juristic personclity and limited liability ~ aré advantages 
whieh result in better business and higher profits.(6) For 
obtaining these special bhonefits, it is considered legitimate 
that a Company should pay such a tax to the State. The Taxation 
Wncuiry Committee considered that the adventages of incorporation 
have greater value in India than in the highly industrialised 
countries afd, as sUucli, there is a stronger case for such a 
Corporution tax in India.(7) But granting the theoretical 
justification of this texatlon, the essential difficulty arises 
regerding “he measure of ihijis benefit. \i/hat portion of the 
total profits should be ascribed to this specific advantage? 

It ies not possible to get any correct index to brescribe the 
rate of the tax. Jt must always remain a nmatter of opinion 
whether the advantages Justify eny additionsl taxation, and, 

if so, at what rate. Besides, as a tax on account of the 


speciel privilege enjoyed, the Indian corporation tax has been 


Seligman: Essays in “axation: PP 222-3. 
6) The advantages of incorporation have been described as 
follows in Gunderem!'s law of income tax in India (P.210) 
1) limited liability 
2 corporate finance 
3 freedom of transfer of shares 
kh publjicity, euvait etc. 
5 right of shareholders to enforce 
liquidation 
7) Report: pira 251 
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iilogicel in character, As a payment for speciul benefits, 
A,6., a license fee An effect, this tax should have been 
considered as a part of the business expenses before the 
profits were computnd., But such a business deduction twas 
expressly disallowed. (8). fhus the tax was not properly 
designed, if it was intended to be in the nature of a license 
fee for specific privileges conferred on corporations, 

There was another important consideration involved 
in the issue. In 1017 7 supertax was levied on the un- 
distributed nrofits of companies at the progressive superetax 
rates apnlicable to personal incomes. In 1920, An resvonse 
to the nressure from the mercantile community, it was replaced 
by e& low, flat rate on the entire profits, wether distributed 
2.5 .Aividends or retained as reserves. The basic idea was 
to tex the undistributed nrofits which escaped personal 
taxation; but the rate was reduced to a very low level and 
the tax wae made applicable to total profits, Tnus, as a 
tax specifically to reach undistributed profits ,the corporation 
tax was definitely illogical Ain its operation, 

While the portion of the profits devoted to reserves 
by private businesses was liable to supertax at the steeply 
graduated personal rates, the undistributed profits of public 
companies ere charged at a low, flat rate, and this gave 


the public companies a differential edvantage over the private 


geet rtnerernr at cure eed aati een area rere eared epee aerr ee dremevoemne mata verge enue eer 


(8) 8 Law of Income Tax in India (3rd edaition), 
+ 209, 
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firms. Thus, in addition to enjoying the benefits of ine 
corporation, companies were left in a position of superiority 
in developing their business. Besides, on account of the 
method adopted in assessing the corporation tax, there was 
created a serious inequity in the system of .income taxation, 
because a recipient of corporate income enjoyed considerable 
exemntions,. His share of the profits of the company, with 
held from distribution, pnaid supertax only at a low rate 

by way of corporation tax. The dividend received by him, of 
course, paid an additional amount because of this tax; but 
hed the undistributed profits been added to his total income 
for determining the amount of supertax payable by him, he 
might nave been subjected to a higher amount of taxation , 
because the personal sunertax rates were steeply graduated. 
there undistributed profits were exempted from taxation or 
leniently treated, the shareholders escaped a considerable 
amount of personal supertax by withholding a large portion of 
corporate profits from distribution. (9). The amounts go 
withheld could be collected subsequently by the shareholders, 
when they were capitalised or a voluntary liquidation of the 
company was effected, and in such cases, the proceeds going 
to the shareholders were not reckoned as income liable to 


taxation. Thue the recipients of corporate incomes could take 


(9) This has been the general consequence. Such 
experience in U.S.A. igs described by Buehler Ain his Public 
Finance, 2nd Edition, pe5/5. 
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ndventage of the system ond escepe £ part of the tax burden 
by msans of this legal evasion. Besides, apart from the 
inequity between tho pnersons receiving their income from the 
profits of conpmnies and those from other sources, there was 
a differentintion amonz the recipients off corporate income 
themselves. Tho rieh shareholders. escaped ea part of the 
persons li super-tax by nillowing higher rescrves to be built 
up, but the poor ones, who would not herve been liable at all 
to supncr-tax in consideretion of their total income, had to 
bear the corporation tax. 

The corporation tnx, 2s it tas imposed in India, 
was thus responsible for an element of inequity in the fnoome 
tax system. It did not conform to any soientiffe principles. 
fs a tex in relation to the Specific aévantoge conferred by 
the state on the companies it was inconsistent. As a taz 
intended to reach their undistributed profits, it was illogical. 
There is a definite conse for imposing a tax on corporations 
on aeccoumt of both these considerations. But the ame that 
existed in Indie was clumsy in its construetion and inequitable 
in its operation, During the war the rate of the tax had to 
be raised but the structure was left.absolutely intact. This 
was not perhaps the time to think of any alteration in the 
basic structure. The cnomaly can be remedied only if it is 
substituted by a measure which treats the mdistributed profits 
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of public companies and those of other concerns exactly in 

the same manner. If after that it is still considered 
necessary to realise a contribution on account of the »rivileges 
ef incorporation, a very small charge may be levied as a 

license fee, which should, in all fairness, *be allowed as a 


business deduction for assessing the prnfits to income tax. 
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Tax on Agricultural Income . 


The exemption of agricultural income from income tax 
since 1886 had been an ostensible anomaly in Indin. Fev 
questions on Indian Finance aroused greater controversy than 
the one comnected with the taxation of this income. In spite 
of the strong opposition from powerful landed interests, the 
income tax imposed from 1860 to 1865 and again from 1869 to 
1873 brought under taxation ell the different categories of 
incomes irrespective of the sources from which they were 
derived. The exemption from taxation, agricultural income 
enjoyed from 1873 to 1878, was in common with all other income Se. 
Consequent upon the famine of 1676-78, a license tax vias 
imposed (in 1878) on the i was combined with a 
cess on land, and both of these vere used for the purpose of 
forming a famine fund.e In 1886, vhen income tax was imposed 
as a permanent measure, the existing license tax was merged 
in the income tax, from the scope of whieh, agricultural 
income was exempted on account of the continuance of the cessEesSe 
In 1905, the government inaugurated the policy of confining 
the cesses on land to local purposes only, and meesures were 
accordingly taken to repeal ell Acts under which cesses had 


been levied for other purposes, including those imposed in 


¢? 
mere rere etapa eer Pee reer 


(1) Traders were to obtain a license. The license fee 
operated as an income tax at the rate of 2 p.ce. on trading 
incomes. 
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1877-78 for famine insurance. ith the removal of the cesses, 

the burden on lend vhich vas coneidered to correspond to 

income tax on non-agricultural income was lakcn off. Continued 

exemption of agricultural incomes from income tax thus became 

thenceforward a serious anomaly in the tax system of the country. 
Gn grounds of equity, there was no FeaBOn why the surpluses 

of large landholders should have, been exempt from income taX.e 

It may be argued that the laeandholder pays lend revenue, which 

is a tax on his agriculturul pe and to impose income 

tax in addition to land revenue js to subject him to double 

taxation. Tt is true that in certain countries, agricultural 

income pays en incoue tox as well as a lend tax; but the latter 

is levied at a low rate. Land revenue assessments in India 

cannot be considered as low. But even so, the argument that 

an income tax on landed incomes in audition to land revenue 

will mean jinecquiteble double taxation is haerdly convincing «. 

While the rates of income tax in Indie continued increasing, 

lend revenue demands did not keep pace with rise in prices and 

improvement in cultivretion.e In the permanently settled areas, 

this demend was fixed s century and a half ago; in other parts 

ihere was a tendency for this levy to remain more or less fixed, 


and any enhancement was persistently resisted. Land revenue 


can be considered as a counterpart of income tax only if the 


(2) The basis of assessment of land revenue was different 
from place to plece,(see Chapter X), but the revenue was a 
tax on egricultural income. 
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two taxes are alike in their operatione Was this the case in 
India? Let us first consider the issue with reference to the 
temporarily settled aresns.e The incidence of land revenue was 
very different from that of income tax. Firstly, a large 
number of holders of uneconomic holdings, who would have been 
exempted from payment of income tax, pald as land revenue 
considerable amounts in relation, to thelr income. Secondly, 
smell and large holders pald thij.s revenue at the same rate, 
since assessment was mede at a flat rate o:7r acre of the 
holdings. On account of absence of progression, a heavy burden 
was borne by the vast number of the peasantry. Thirdly, large 
landholders were greatly benefited, hecause they pald much less 
as land revenue than they would have paid under income i 
“ith the rates of income tax becoming more and nore progressive 
and during the war, steeply gradusited, inequity between the 
treatments to agricultural and non-agricultural incomes four 


the purposes of taxation becane Very acute. js hile such was 


(3) The land revenue demands varied very greatly from province 
to province nnd in different parts of the same province. The 
Taxation Enquiry Committee showed that the aeaversge land revenuve 
amounted to 105: of landed income in Birar, 17.1% in Madras, 
17.8, in the Punjab and 27” in the UeP.e(Report:PP 76-77). Under 
the income tax rates of 1939, a person with an income of Rg. 
50,CC00 paid 16%, of his income as tax. For higher incomes, the 
proportions were much greater (See Table 42). Holders of large 
estates vere thus lightly taxed. With the great increase in 
income tax rates during the war, exemption of agriculturel 
income from income tax became exceedingly inequitable . 
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the case in respect of témporarily settled lands, incomes from 
permanently settled estates enjoyed a much greater differential 
advantage. Landlords in permanently settled areas escaped with 
a very light taxation, since the land revenue demands on them (4) 
were very much less than those in the temporarily settled areas. 
Thus land revenue taxed persons whom inconi¢ tax would have 
exempted and took less from thuse from whom income tax would 
have taken more. Existence of ଏ ନମି revenue was no Justification 
for the exemption of agricultural income from income taxXe 

/ person's ability to bear taxation depends not only on 
the duvantum of his income, but also on how the income is obtained. 
then a person has a certain smount of assured income secured 
with case, he has a greater capacity to pay than snother who 
obtains a similar income with personal exertion or by assuming 
considerable risks. Landholders in india, who derived lr.rge 
agricultural incomes, did not cultivete the land and seldom 
made eny contributions to agricultural production. They were 
absentee proprietors, who formed & class of rent-receivers. The 
rents they realised were in the nature of unearned incomes. 
Besides, the bulk of the large population depending on 
eultivation, the large landholders were in a position of 


advantage to exact heavy rents and other payments from tenant 


*'i4) In Medras, for instance, the rate of land revenue was 144 
annas and 4 pies per acre in permanently settled estates as 
against Rs.2 and 9 amnas (i.e., three times) in the temporarily 
settled ryotwari arease (Floud Commission Report Vol.11.P.123) 
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cultivators. Exemption of such unearned incomes from income 
tax was a serious anomaly in Indian taxation. Fiscal justice 
clearly pointed to the need for a groduated income tax on landed 
incomes. 

A clear and definite lend in this respect was expected 
from the Taxation Encuirv Committee in 1925; but its recommend- 
ations were equivocal. “hile admitting the theoretical 
justification of a levy on EC incomes, the Committee 
stressed the ‘administrative and volitical difficulties ine 
volved in ‘the ou EE is true that the smell farmer does not 
keep any accounts with regard to his expenses of cultivation; 
but income tax is applicable only to large incomes, in respect 
of which it is not difficult to insist upon eccounts being kept. 
In cases of difficulty, the net income may, at the option of 
the assessee, be ର to bear a definite relation to rent, 
land revenue or cess. But the ‘political objection’ was a 
great obstacle. The Zemindars of ‘he permanently settled estates 
protested against taxation of their landed 4 ecmss as,a breach 
of the solemn promise given to theme t/hen the settlement was 
effected at the end of the 18th century, assurance was given that 


in no case should the land~revenue demands be enhanced. But 


the position was mede clear in 1860, when Wilson declared that 


(5) Report: paras 267-8. 


(6) similar provision was introduced in the legislations later. 
Vide Bihar Act V1l of 1938. Sec.7. 
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the permanent settlement guaranteed fixity of the charges on 
land and not exemption from any general taxatione i Neverthe 
less, Since the abolition of the special cesses, the landed 
interests continued t0 enjoy an unusual privilege. "Regard must 
be had,“ remarked the Taxation Committee, “to the strong feeling 
on the matter which exists among the classes upon whom the tax 
vould fall, and also ihe fact that, whatever the rights of the 
Case may be, many of tnese Heople Heve not umaturslly come to 
consider themselves exempt from this particular impost." i 

This argument could he advanced in fact against any sort of 

new taxation and not merely income tax on landed incomes, dnd 
one fails to appreciscte why this so-called ‘political objection" 
continued to be held at an unusual premium in maintaining a Specia 
privilege. While zemindaers persisted in denouncing any attempt 
to tax agricultural income, vith equal warmth such a tax was 
advocated by professional and commercial classes as well as 
professional economists, as necessary to correct a longe- 


standjng anomaly and an apparent injustice . 


The Government of Indies ct of 1935 allocated agricultural 


(7) “I hold him (the Zemindar) to be exempt from any special 
charges upon his ltnd, but to be lieble to any general tax thot 
applies to all others." Wilson's statement, 160-2-186GC. 

cuoted in Taxation Enquiry Committee's Report FP .209. 
(8} fTaxa‘ion Enquiry Comittee Report: Pera 268. 


(9) J.r.Neogy: Evolution of Income Tax in India »’.262. 
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(10) 
income tax to the provinces. With the inauguration of 


provincial autonomy, ministers came to power in 1937, and 

to finance their progressive schemes of expenditure, naturally 
turned te this source of revenue. Bihar was the first province 
to impose a tax on agricultural income in 1938 and Assam passed 
her legislction in the following Pu Again the cry of 
“broken pledge" vas loudly raisegl, but the new governments were 
determined to carry through the legislation. Some Zemindars 
challenged the validity of the measure and sought for judicial 
interpretation and decisione It was thereupon held that 

'the Bihar Agricultural incume tex Was not ultra vires of the 
Ppihar Legislature and was validly ea It was further 
decided thet the permanent settlement contained no assurance 
for immunity from agricultural income taxe hat was fixed 

for cver was only the amnuval payment ‘which the Zemindars had 


(13) 
underteken to pay as a condition for holding their estates. 


er 


(10) Govt. of India Act, 1935: 7th Schedule, List 11 Item 41. 
The existing income tex was imposed by the Government 
of Indie on non-agricultural incomes. The Act empowered the 
provincial governments to impose separate income taxes on 
agricultural incomes. 
For purposes of convenience, the tax collected by the 
Central government will be rcferred to in this section as 
general income tax to distinqulish it from the agricultural 
income tax of the provinces. 
(11) Bihar Act V11 of 1938; 
Assam Act 1X of (August ) 1939: 
(12) H.Ne Singh vs Province of Bihar: 
Indian Law Reports (Patna) Vol.XX1 P «521.1942 
(13) J.Pp.Singh vs province of Bihar. 
IeLeRe(Patna) Vol.XX P.573.1941. 
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These decisions brought to reat the long-drawn controversies 
regarding the preservation of an unusual privilege. 

similar taexetion was contemplated in Bombay end Madras, 
but the outbreak of the war cut short any further development. 
Responsible government was susvended when ministers resigned , 
and the ‘ndviser!' governments naturally did not think it proper 
to proceed with such controversizel measures. Besides ,the war 
period vas not a suitsble time to raise questions entailing 
legal and political disputes. 

The Land revenue Commission of Bengal in 1940 recommended 
the imposition of agricultural income tax as a transitional 
measure until the scheme of state acquisition of Zemindaris 
was effected. “ie are strongly of opinion", added the Commission 
“that if agricultural income tex is imposed, it should be 
applied solely for the improvement of agriculture or for projects 
connected with agricultural improvement .“ The Commission 
was evidently led to mske the suggestion for thus eermarking 
the revenue, because they were impressed with the low level 
of agricultural conditions. But there Vas no doubt that the need 
for a tax on agricultursl income was imperative for doing away 
with a gross inequity in the tax structure. Such a tax would, 


further, necessarily reduce ihe capital value of the estates, 


(24) Land Eevenue Commission of Bengal, 1940 (Floud Commission) 
Report Vol.l Para 137 


Digitized by PPRACHIN, SOA 


-266= 


(15) 
which would make state acquisition easier. In Bengal, 


responsible government functioned durin,, the entire period 
of the war. In fieptenber, 1941, a bill to impose ean 
agricultural income tax wns Jintroduced in the Legislative 
ASsemnly; but due to the ministerial crisis, it was droppeds 
Bengal's finances vere in a bad condition, perticularly after 
ihe famine of 1943,and there was urgent need for additional 
taxation to cover as far as possible the heavy deficits. 
Accordingly a bill was again brought forward in 19435 for 
taxing agricultural incomes.e The Central government brought 
pressure 10 bear upon the 2 of Bengal to improve its 
finances by such i , The opposition in the Bengal 
Assembly raised s storm of protest for introducing such a 
controversial measure at a time, which, they held, to be 
inopportune. After a a controversy, the bill was 
Enacted in December, 194. 1 oe tax imposed under this Act 
was not an ad interim measure as the Floud Commission suggested, 
nor was the revenue earmarked for agricultural development. 
The tax became, as in Bihar and Assam, a permanent feature in 
the revenue system of the provinces. 


Thus Bengal was the only province where an egricultural 


income tax was impOsed during the war. The ground for such a 


(15) The Commission, however, did not argue on such linese 
(16) Bengal Legislative Assembly debates - 16.9.3. 
(17) Bengal Act 1V of 194. 
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tex was however fully prepared before the i/ar and had it not 
been for the war anda the consecuent constitutional crisis, it 
would heave been introduced in all thc provinces. It is indeed 
surprising that it took fs long as 72 years before beginning to 
rectify & fundamental shortcoming in the income tax system of 
India e 

In imposing egriculturai income tax all the three provinces 
of Bihar, Assam ano Bencel proceeded with extreme cautione It 
was perhaps necessary at lhis stage in view of the keen opposition 
and political difficulties. «hile the minimum taxsble limit 
for general inconic tax was RB.2000, in the cause of the 
agricultural incoue tax, lt vas 500C in Bihar, 300C in Assam and 
3500 in oe vas some justification for prescribing 
somevhat higher limits, since the exact opsration of the Act 
and the incidence of the tax nad yet to be observed. But the 
limits vere exceedingly high and particularly so in Bihar. Yhen 
agricultural incone tox and general income tax were assessed 
geparatcly, a person, whose incomes from agricultural and non= 
agricultural sources wers just below the respective limits, 
would escape assessment altogc ther, although his total income 
exceeded the assessable limit prescribed in either case. The 


Floud Commission took this consideration into account and 


recommended that tne taxable minimum for agricultural income 


OO Ree a DR OCOD 


(18) Even then it wes further provided in Bihar that no tax 
was to be payable by one who was in cultivating possession of 
less ‘than 200 acres. 

Sece.5. Bihar Act V11 of 19538. 
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(19) 
tax should be fixed at Rs .lO00C0 only. But such a low limit 


would hove inevitably discriminated against a person with entirely 
or predominantly agricultural income. The limits should not have 
been much different from what was prescribed for the general 
income tax... There was no question of any hardship, since the tax 
was payable on agricultural incomes, efter making deductions of 
land revenue, cess, water rates and choukidari taxes paid by 
tne assessee. Liberal allowances were also mode in respect of 
the costs incurred for collection of rents or cultivation, for 
maintenance of irrigation works and other similar ¢€xpenSefSe 

The Bihar measure was adopted before the Indian income tax 
amendment Act wes passed in 1939 and was, therefore modelled on 
the “step" method with regard to rates of the tex. Under this 
legislation ,incomes between rupees 5,000 and 10,000 were charged 
at 6 pies in the rupee and the rate gradually rose to 30 pies 
on incomes exceeding 15 lakhse The Assam and the Bengal Acts 
adopted the ‘slsb’ system, though there were some differences 
in the actusl rates. The Assam measure followed the rates of 
general income tax (not super tax) in toto, a in Bengal, the 


0) 
rates were somewhat lower at the lower ranges. Although 


(19) Floud Commission Report. para 135. 


(20) Assam Bengal 
First Rs.1500 nil nil 
Next 3500 9 pies 9 pieg 
Next 5000 15 12 
Next 5000 244 18 
Next 5000 30 24 
Balance 30 30 
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the principle of progression was definitely accepted in all 
three provinces, the scale of progression was exceedingly 1l0We 
In all three cases, the rates vere more or less analogous to 
the general income tax rates of 1939; but super tax was completely 
ruled out. The Assam law went so far as to lay dott that the 
rates “shall not be greater than the central government income 
tax rates from time to time and that they shell not be subject 
to, or include, any in every case, the 
approach was highly conservative and, in the result, resembled 
the general income tax before the world war T. Such low rates 
and feehle graduation were quite inconsistent with the development 
of the system of income tax. This wae all done as a concession 
to the persistent opposition, but such concession was unreasonable. 
Considering the deductions allowed for computing the taxable 
agricultursnl incone, there was no reason why the rates of the 
tax should hauve been so low counpared with the general income tax 
and super tax rates. 

With high exemption limits and low rates of taxation, the 
proceeds from agricultural income tax could not be appreciable, 
The following lable shows the umounts realised by this tax and 


their importance in the revenue position of the three provinces. 


roe meaner meneame ret 


(21) Assom Act; Sec.6 proviso. 
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Table Uh. 


Agricultural Income Tax .e 


Year Bihar Assam Bengal 
Yield “are of Yield are of Yield cage of 
{(Nns.lakhs) ‘total (Rs.lekhs) total (Pslakhs) total 
Fe venue Revenue Revenue 
1939-140 6 Lel —- - —~ -- 
19h 1lel2 17 2. କା 27 8 2 wo eo 
1942-43 18 2h 27 7.2 -- = 
1943-44 13 13 57 11.0 — - 
19L4=45 35 2.6 59 9.5 - - 
19l:5-1L6 31 2.0 49 7.5 91. 2.0 


In the case of Assams the revenue vas somewhat appreciable. 
This was lergely due to the fact that the tea planters came within 
the scope of the Act gna about 5/6th of the total revenue was 
collected from mm Under ithe general income tex rules, 60 peCe 
of the total income of the tea planters was considered as 
agricultural ea all this came under the new taxatione 
In the case of Bihar, the revenue was rcther meagre. The Bengal 
tax was in existence just for one year during the war end therefore 
4ts probable yield cannot be properly judged. It is hovever clear 
that against the background of the totsl revenue in all three 
provinces, the tax on aegriculturscl income was far from being a 
significant source of revenue. ‘he yield was indeed so low as 
to raise the quuvstion whether it was at all worth while imposing 
this tax, amidst a storm of oppositione But this low yield was 
mainly due to the highly conservative approach, with high exemption: 


renee errr eer reer errr 


(22) Indian Journul of Ecomomics: January 19ih4. P e217 
(23) Income Tax Rule 2h. 
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and exceedingly low ratese The really important achievement 
during the var vas that the political objection vas completely 
overcome and the legitimate character of the nmeasure in ‘the 

tax system was definitely recognised. ‘then the tax is developed 
on the lines of the general income tax, the revenuve will be 
considerable. 

Nowe after soll thijs 3% is worth while raising the general 
question again.e Is it a logical and desirable system to tax 
agricultural and non-agricultural incomes in two separage sectors? 
Under such a system, porsonSss., with taxable aggregate incomes, 
enjoy exemption, if the djfferent categories of their incomes 
fall below the respective exemption limitse It is not practicable 
under such an arrangement, to apply the scale of progressicn in 
respect of the totel incomes A proposal to take income from 
agriculture into eccount for the purpose of determining the rate 
at which the tax on the other incomes should be levied was 
rejected during the wer of 1914-18, largely on Around arising 
out of the conditions then PT Taxation Enquiry 
Committee polnted out that ‘there was ample justification for 
adopiuing such a procedure, if it was administratively ae 
The Income tax Enquiry Committee in 1936 was impressed by the fact 
that the tax payable in respect of non-agricultural incomes in 
the hands of a landholder was not at all affected by the existence 


Pre PrerPEereRraReree rE reaa Petree etter PEPER ara eID 


(2୭ Taxation Enquiry Committee Report. para 269 
25) Ibia 
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of his agricultural income. Zccordingly, they endorsed the 
recommendations of the Taxation Comittee and vere, further, 
salisfied that ‘the proposed schemes would not involve eny 
edministrative Pee unfortwimately these 
recommendations were not translated into practice. 

The fFloud Commission in Bengal and the Prakasham Committee 
in Madres pointed out the evil effects of the Zemindari system 
and recommended its abolitjione ‘The Congress has also accepted 
this as an official policy. It is now certain that in very near 
future, the system will be ebollshed wherever 11 existse A 
separate income tax on agricultural income will, in that cas6€, 
scarcely be worth while, since the yield will not be appreciable. 
It is desirable that agricultural income should be computed along 
with oll other incomes for the purpos¢ of gencral income tax. This 
is only consistent with the principle of ability to pay. The 
deductions allowed for arriving et the net agricultural income 
may be liberalised at the initial stage to avoid any possible 
hardship. Cne income tax for «11 incomes will further do away 
with the unnecessary duplicclion of the assessing machinery. Since 
the agrieultural income tax was intended to provide additional 
revenue for the provinces, they should then be credited with a 
share of the proceeds, proportionate to the amount of agricultural 


income assessed under the couiprehensive incoms taX. 


(26) Report: Chapter l. Sec. 4. 
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Income Tax and Provincial Finance. 


Income tax was not an exclusive source of revenue of the 
Central government. According to the financial distribution, 
since 1937, taxes on income other than corporation tax had been 
a divided head between the centre and the GPO Neen: On the basis 
of the Ni®meyer Award, the provincipl governments were to receive 
50 per cent. of the net proceeds of income tax, after deducting 
the amounts attributable to Chief Commissioners’ provinces and to 
taxes payable in respect of central emoluments. In view of the 
state of the Central Finances ‘at the times, it war decided that 
the Centre would retain for the first five years the whole or such 
part of the provincial share as would make the Central share 
together with the railway contribution emount to 13 crores of 
I During the course of a subs€quent period of five years, 
this retained share vase to be gradually relinquished so that at 
the end of the period, the provinces vould hsve obtained their 
full share. But even before the end of the first five-year period, 
the provinces becrme entitled to their 50 per cent. share on the 
basis of the Distribution Order, because in 1940-41, the railway 
contribution to Central revenue amounted to 12.16 crores of rupees. 
It became necessary to modify the distribution on account of the 
war. The Central Government wasn to shoulder the burden of defence 
and its needs were imiense. Accordingly the Crder in Council 


SO SNE fan ar G GR TE OT OD NCO DEN Or DSA Pe OPE CPO OEE PO 2 ON Or SNS RRL ree Guerin 
(1) See Chapter IT. 
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was amended and from the year 1039-40 the Central Govern= 
ment retained from the provincial moity a fixed amount of A.5 
crores of rupees, (2) which was approximately what it would 
have retained according to the budget estimate for that 

year. (3) This alteration in the Niemeyer formulae was 
necessitated by the complete change in the financial situation 
brought about by the war. 

The amended distribution secured for the Central 
Government only a small sum of 4.5 crores, The war budget 
pronsr had not yet been framed nor were the immense possi- 
bilities of income tax vieuvalised, Government had not to 
wait long. Var demands went on rapidly expanding and it 
became imperative to tap income tax to an increasing extent, 
In Canada and Australia the federal governments took over 
income tax completely from the hands cof the provinces (or 
states) in lieu of certain compensations. In India, Govern 
ment left the basic rates intact and levied surcharges, in 


addition, exclusively for the central purposes, in which the 


(2) Order-=in=Couneil, 7.3.1940. 
(3) Budget estimate for 1939-40: 
Taxes on income other than Corporation tax = 14,66 lakhs 
Deduct:i= Portion attributable to chief Commissioners 
a) Provinces, etc. 1,36 “# 
(b) Cost of collection 6 4 
Balance (daivisible pool) 


Add i= Estimated contribution from railways 21 ; 
Total - CL My 
Amount to be retained by the Centre under 


Niemeyer Award 13,00 " 
Amount payable to provinces $475 Wn 


Thus ,of th vinojal share (4 of 12,65) of 632. 
lakhe the Contre rothined (632.5 1,78) 454.5 Ih. po 
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nrovinces had no share. Thus the method adopted in India 
was essentially the same ae in Canada and Australia, This 
was a necessary adjustment for financing the war, Now, 
apart from the surcharge, the proceeds from income tax at the 
basic rate, which formed the Givisible pool between the 
centre and the provinces, increased considerably year after 
year, The yield. from the excess profits tax, realised from 
ascegssees other than corporations, was also added to the 
divisible pool. Thus although a very large portion of the 
total revenue from income tax accrued to the central exchequer, 
provincial finances were substantially augmented by sharing 
the increased divisible pool. The following table shows the 
shares of the centre and the provinces during the war period. 
Table A5. 


Revenue From Income Tax Other Than Corporation Tax. 
(Including es De te computed under income ‘tax 


(Rs. lakhs) 
Central Provincial 

Year Share Share Total 
1938-39 13,74 1,50 1 , 2A 
1939-40 14 ,20 2,19 16,99 
1940-41 17,63 A, 16 21,79 
19/41-A2 25,01 52 32,40 
1942-43 43,46 10,90 54,36 
1943=44 98,19 19,50 77,69 
1944-4 0,46 26,56 107 ,02 
1945-4 713,55 28,75 102 ,30 
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Major nart of the revenue from income tax, as the 
above table shows, went to the Central Government. In 1945= 
46, only 28 per cent. of the total yield was distributed 
among the provinces; but even so, the amount was considerable, 
Before tho warthe yield of income tax used to be 14 to 15 
crores of rupees. In 19/4243 the provincial share became 
about 11 crores. This amount was’ considerably more than the 
ftotel sum which, at the time of the Niemeyer Award, the 
provinces expected to receive at the end of the ten-year 
devolution period. In fact, it did not appear to be feasible 
that the provinces would be able to secure so large an amount 
from income tax. In the subsequent years the provincial 
share went on rapidly increasing. In 1938-39 the provinces 
obtained less than 2 per cent. of their revenue from their 
share of the income tax; in 1945=4A6 4t became as much ag 14 
per cent. of their total revenue, which was itself more than 
2# times the pre=war figure. With the absorption of the 
surcharges in the basic rates after the war, their share tends 
to increase by very large amountse end thus a highly expanding 
sources of revenue has been added to the otherwise muoh less 
elastic sources at their command, The provinces had a longe 
standing legitimate grievance that while their nation-building 
activities needed ever increasing amounts, their resources 
were not responsive, This drawback in the financial distrie- 
bution was, to a considerable extent, rectified by the enormous 


growth of income tax. 
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This was, looked at as a whole for all the provinces, a 
very encouraring development. But as between one province 
and another there was created a very disquieting inequality. 
The distribution of the share of income tax among the provinces 
wae determined in 1636 by the Niemeyer formula. It was 
intended to arrive at a definite stendard based on rough 
Justice. The standard echedule ‘of proportions wae worked out 
on the basis of both origin and population. The following 
table indicates how the two principles were recognised in 


the formula of allocation. 


C Tosh 4b 
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The Niemeyer Award was on the whole a satisfactory solution 
of a very complicated problem. It resolved as well as possible 
in the circumstances the conflicting claims of the rival nrovinces 
and steered a middle course between the two princinles of origin 
and ropulation. The revenue from income tax in the nre-war days 
used fn be 14 to 15 crores and the nrovinces were expected to 
obtain 7 to 8 crores when the ten-year devolution nreriod was come 
pleted. The war-time phenomenal develonments could not then 
poseibly be enticinated. The formula of distritution whieh was 
suitable with regard to 8 crores of ‘rupees became utterly in 
appropriate, vhen the amount involved reached the magnitude of 29 
cerores, The difference in the position among the different pro- 
vinces, as it develoned curing the war, is shown in the following 


tarblei- 
“able A7 


Revenue from Income Tax received by the FProvinceeg 
(Rs. lakhs) 


In the immediate pre-war year the difference, for instance, 


between the share of any of the four small provinces (Assam, 
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NeW oF. , Orissa and Sind) and that of Bombay or Bengal was only 27 
lakhs; At increased to more than 5 crores in 1045-46. (4 The 
provincial inequality became exceedingly acute as a result of this 
distribution. The noorer nrovinces became in consequence much 
poorer, The scheme of distribution thus conferred inordinate 
benefits on provinces like Bombay and Bengal at the expense of 
most of the other pnrovinces. In 1S6A/ the Government of India 
realised the uneven effects of the impact of the var on provincial 
finances and considered tmether any modification in the distri 
bution of the nrovincial share of divisible income tax sould be 


af fetted, (7° 


No cenange wag, however, introduced, possibly 
because almost all fhe nrovinces were having surplus budgets. 
Besides, it vas feared then thet any modificafZzon would produce 
an unsebtling effeeot,. he Government of India, however, recog- 
nised the fnct that a revision had. become necessary. “41th the 
abgorovtion of the eurcharges in the basic rates of income tax and 
gsunertarx after the war, the divisible pool would become larger 
end provincial inequality, in conseduence, more »nronounced, It 
has thus become imperative to revise the formula of distribution 
to correct this unheslthy development in the financial allocation. 
Is it then desirable to revert to the pre-=reform system and 
make income tax a wholly central source of revenue? This is 
merely a counsel of desperation - en attitude of resignation aris- 


ing out of oa baffling situation. It ignores completely the 
realities of the problem. Apart from the question of providing 


(4) The total revenue of some provinces was even less in that 


year. ASSam ... ଡବ * 0 6. 2 crores 
Orlege 6 କାଭ ଶର 4 
N.W. . » oo 


{SY Buiget Speech, 1944-45* Para 27. 
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an expanding snurce of revenue for the provinces, which, by it- 
self, is undoubtedly necessary, ae share of the Ancome tax had to 
be ascribed fo the nrovinees so that the industrial nrovinces 
might not be handiceannet as against fhe ngrieultural ones. (6) 
But the war-time develonments turned the scale far too much in 
favour of the former, and thin rendered the Niemeyer formula of 
distribution antiquated. the echeme of distribution, it was 
rightly urged, "“shoulé give results as between province and pro- 


vince which are likely to be accented as fonir on the whole. (7? 
But fairness must be judged on the basis of a national connotation 


vith refercnce to 2 narmonioue develomment. Financial distri- 
bution is always an excee6ingly difficult problem in any system 
of federal finance. For devising a satisfactory formula for the 
distribution of income tax, the conditions in the different pro- 
vinces have to be given due consideration, Tne principle of 
'collection* As not, by itself, a setisfactory approach, since in 
cage of ramifying enterprises with their businese centres in some 
big cities, a province {m which the tax is collected is no® 
neecescarily the nrovince where the income was earned, Further, 
industrial location hae been, to a certain extent, the result of 
historical accident, and government nolicy must not be directed 
to aceentuating the unbalanced structure. To seeure a minimum 
level of development, consietent with ‘the national standard, 
provincial ‘needs! have to be taken into account. Topulation 
may be considered as an important criterion for judging the 
requirements, and accordingly, the principle of on may 


Report of the Itatutory Commission: 
(7) Report of the Federal Finance ଥା (cma. 1932. P.24. 
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be modified with greater veight siven to population. In view 
of provincial rivalry, the cpplication of the population prin- 
ciple enn scesrcely be tesuen for enoughe Any fresh revision on 
the basis of collection «nd ponmulation, vith only a slight 
weightage on the latter, will not solve the problem. During the 
var indusotrinol ecnc€ntration snd control heve been accentuated, 
ond the proportion of income tax collected in Bombny and Bengal 
has very much ineresnede. 0? Moreover, population is not nece 
esssrily the setisfuctory index for ascertaining the needs, 
particularly with reference to bscitward aresase ZZ posaelble gol- 
ution may be found in making co certain special provision for un- 
developed provincese Granting that the Centre should relinquieh 
‘50 per cent of the revenue from income tax for the provinces, 

the remulaer distribution among the provinces miy be limited to 

35 per cent, leaving the bslance of 15 per cent to be distributed 
among the needy and undeveloped provinces on the recommendation 
of an impartial grants commiseione. Since the richer provinces 
will be outside the scope of the distribution of this specified 
15 per cent of the proceeds of income: tax, there will not be 

much room for provincial jealousy. A scheme of distribution 

on ‘such lines will reduce the inter-provincial inequality by 
raising the .standard of welfare in the umnleveloped provinces. 


(8) In 1941l-42,thelatest yeer for which figures are available, 
37 and 34 per cent of the. total income tax were. collected 
in Bombay and Bengal resvectively, es agelnst 33 and 97 per 
cent, with réference to whiédh the Niemeyer formula was 


deviéed. 
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CHAPTER VIII. 
REVENUE OF THE CENTRAL GOVERNMENT 
INDIRECT TAXES. 


(A} Cuntoms. 


Cuetome revenue used to be the main, pillar of central 
revenue during the Anterewar years. During and after the 
war of 1914-18 the increasing need for revenue neceesitated 
extensive modifications in the teriff, and successive n= 
creases vere effected in the general rate, The fiscal 
autonomy convention of 1919 opened a new epoch in the tariff 
history of India. The rate structure became increasingly 
diversified by the introduction of high rates on articles of 
luxury end special rates, between the general and the luxury 
rates, in respect of certain commodities, After 1922, 
customs revenve became by far the most important source of 
revenue in fndia. 

Ercepting the purely protective rates which were 
introduced in pursuance of the policy of discriminating proe 
tection adopted in 1923, every other increase in the rates 
vas of considerable revenue significance. “Almost on every 
occasion when there was a need for revenue, the brunt of 
additional taxation fell on one or other of the same group 
of articles, namely, cotton piecegoods, sugar, kerosene, 


liquors, tobacco, matches and silvert, 12 Cotton goods, 


$£ ଖଡ଼ ere 3 er Foononiog  1ggug byt i ES he 
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sugar, kerosene, and matches are articles of general. cone 
gumption, and demand for these is comparotively inelastic. 
Duties on these articles alwoys proved good revenue-producers 
and ueed to be comparatively stnble elements, even in times 
of depression. Liquor and tobacco imported from abroad 

are articles of luxury and seccordingly suitsble for specially 
high rates. "In India silver igca form of investment and 
The habit of putting money An silver is foirly widespread 

and deeperooted among the masses. .e.csee Hven & emall duty 

on silver has therefore been found capable of yielding a 


fairly handsome revenue", (2) 


Accordingly, since. the income 
tax had not then been adequately Geveloped, the Government 
of India found it expedient to modify the rates of customs 
duties to meet any financial difficulty. 

This course was not, however, left open during the 
war period under consideration, Foreigm trade was severely 
restricted due to cessation of trade with the enemy and enemye 
occupied countries and the increasing shortage of tonnage 
on account of the interruption and deflection of shipping. 
During the first great war the markets of only a few countries 
were closed to India and trade with most countries was 
possible though subject to certain war-time restrictions. 
During the second war India was isolated from the rest of the 


worid to a much more marked degree, and particularly 80 ‘after 


the Japanese entry into the war. “The temporary stabilisation 


(2) Tbs. 
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of the bounds of the major trading blocks = continental 
Europe, the far eastern area, the Americas and the ramified 
British Empire = led to more intensive blockade and counter 
blockade measures, and confined international trade to 
watertight compartments". (3) The diminut4on in the volume 
of India's trade during the war years can be seen from the 
following table. ” 

Table 48. 


Foreign Trade of India 


IMPORTS EXPORTS 
Value Quantum Value Quantum 
¥ear. (in crores (1938-9 = 100) (in crores (1938-9 = 100) 
of rupees) of rupees) 
1938-39 152 100 169 100 
1939-40 165 102 21.4 105 
194041 157 81 199 88 
19/A1eA2 110 7A 195 93 
1942.43 110 38 195 e2 
1943=A4A 119 49 210 5A 
19/44-A5 201 (a) 227 (a) 
19/4546 242 (a) 265 (a) 


° 


(Source: Sea-borne Trade and Navigation of 
British India. 

(a) - Not available). 

The above figures do not show any noticeable reduction 
in the value of exports, though the quantum was considerably 
reduced. But in the case of importsg, contraction in both 
value and quantum was very great. It was on the volume of 


imports that the realisation of customs revenue very largely 


MM 


(3) Report on Currency and Finance: Reserve Bank 
of India, 1942-43, Para. 12. 
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depended. As the war progressed and the strain on the UeS. 
dollar resources became heavy, measures were taken to conserve 
foreign exchsnge.e In toy, 190, the Government of India 
introduced a system of import Control, licensing the import 
ot certain commodities from certain countries. The Reserve 
Bank of India issued instructions to its authorised dealers 
in foreign exchan;ie that no sales of foreign exchange ageilnst 
imports that were subjcct io license were to be slillowed, unless 
the importer had first cbtelned a license. In 1941-42, 
following ihe cessation of supplies from purope, there was a 
great increase in purchase from UVeSe/e, and it became therefore 
necessary to restrict severely the imports from thet country 
in order to conserve dollarse Restrictlons, which were 
previously epplied to a comparatively small list of erticlegs, 
were extended so as to cover sll articles from nll foreign 
countries with the exception of certain goods only from Canada e 
These mensures had to be taken not only to secure economy 
in the expenditure of foreign exchange, but also to conserve 
shipping space and productive capacity in the United States. 
These comprehensive measures of control were largely responsible 
for the substantial contraction in the import trade of India e 
During the years 1942-43 and 1943-4, the shrinkage in 
imports was enormous and, in consequence, the Customs revenue 
in these years resched the lowest levels. The Contraction 
in the volume of trade in terms of money was not as great as the 


shrinkage in the quantum of trade, because of considerable 
SOOO EOE ein Pair DEE rie SATO epi 


(4) Report on currency and finance: R.Be of Indie.l9hl=2.P.26, 
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rise in the import and export prices during the were The yield 
from ad valorem duties was severely affected by the reduction in 
the ‘volume of trnd¢ in money terms, but the revenue from specific 
duties suffered even :reater contraction on account of the 
greater reduction in the guantity of’ coimod ities, which were 
subject to such duties e 

In view of the conditions of international trade, Govern- 
ment did not think # worth rhile %6 make any changes in the 
Customs rates in ithe early years of the ware An 1941, a minor 
change vas introduced by increasing the import duty on 
artificial silk yarn aeniu thread. id Such a smell wend solitary 
modification was scarcely of any significence, and, 1t scem6g,s 
was perhaps introduced as & test cast. This increase, sald the 
finance merber, “unlike most others, appears tog er in war-time 
conditiuns, the possibility of higher revenus ." oe result, . 
however, was godly disappointing end the revenue from this source 
in subsequent years shrank to nets eee Japan was ‘the 
major source of su,.ply of artificial silk, with her entry into 
the war, imports vere cut off and thc rate of duty was of no 


Consequence in securing revenue . i 


(5) Finance Act, 1941, Sece5. 

The duty was increased from “25.. ad valorem or 3 amnés per 1b. 
whichever is higher to “25, ad Vvaolorem or 5 amnas per lb. which- 
ever is higher." 

(6 Budget Speech, 19L1-42. Pare e-l45. 

7) For 1941-2, the revenue from import. duties on artificial 
silk thread and. yarn was estimoted at 116 lakhs; ectuelly it 
turned out to be 59 lokhs. The yield from this source during 
the war years was as followe:- 


! 
i 
| 


cont?d on next page. 
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Customs duties hed been for long the mainstay of the 
Central revenue , and it was considered difficult to repair 
a heavy foll in this revenue by resort to alternative sources. 
Accordingly, in 1942, an emergency surcharge at the rate of 
20 per cent. vas imposed on &ll import duties. Raw cotton 
was excepted, because the import duty on this article hed been 
increased o few months hack from one nna to two annas per lbs » 
and any further enhenceément would have been undesirable. 
The surcharge was also not applied to notor spirit. In the 
case of this comuodity, the excise duty was increased by 3 annag 
per’ gellon and the import duty had to be enhanced to the same 
extent. Salt duty, which had been the subject of fierce contro- 
versy auring the inter-war also excluded from this 


surcharge. Besides, ith regard to certain imports from Burma, 


on account of the Indo-Burmese Trade Perce of 1941, no 
11 


increase in import duties was permissible. Duties on such 
(7) cont'd. 1939-40 =~ 72 lakhs 
1940-41 =~ ଓ69 
1941-42 = 59 “ 
1942-43 = ST 
1943-44 = 2 
1944-45 = - 
1945-46 - 17 “# 


(8) Finance Act, 1942; Sec.6. 

(9) Grdinanoce V111 of 1942 (29-1-l2) 

The revenue realised from this additional charge of one anna 

was Credited to & cotton fund, to be utilised for financing 
measures for the benefit of cotton growers in India. 

(10) See Chapter Ili. 

(11) After the seperation of Burms in April 1937, there was free 
trade between this country and India. In view of its budget 
aifficulties and need for Customs revenue, the Burmese Govern- 
ment gave notice in April 1940 to terminate the free trade regime. 
Accopnding to the Trade /igreement signed in April 1941, India and 
Burma were free to impose tariffs, subject to a reciprocal 


cont'd on next page 
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luports were however, of very minor importsnce from the revenue 
point of viewe The general surcharge of 20 per cente.e, which 
was raised to 50 per cente, in the cases of spirit and tobacco 
in 19b4-45, was the only war-time increase in the customs 
dutiege 

Customs receipts registered a sharp dfop on the outbreak 
of war, but towards the closinz; months of 1939-40, there was 
appreciable improvement in the yield, so that the cctual revenue 
in that year became lorger than the budget estimate. This was 
lergely due to the laying aco by obtaining larger imports, 
as long es it was practicable, with a View to making war profit! 
Thereafter there was evccessive deterioration in the customs 
revenue and the lowest levels were reached in 1942-43 ond 1943-1, 
The following teble ives the yield from customs duties and its 


relative importance in the central revenue during the ware 


{11) cont'd. 


preference to Burmese or Indian goods, of 10% against: Empire 

and 15% against foreign goods. bach country undertook to accord 
free entry to certain commodities of the other end to impose 
duties on certain others at definitely specified rates. India 
imposed such definite rates on potatoes, onions, coffee, tobacco 
and a few other commodities imported Burma. The surcharge could 
not be apulied to duties on these articles. 


(22) Budget speech, 19hl-42. Para 4° and Report and currency 
and finsnce (Reserve Bank of Indie) 1940-L1: Para 37. 
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TABLE LO 
Customs Revenue 
Year Total Customs revenue, Percentage of 
Customs excluding the the Customs 
Revenue . provincial share revenue of the 
(Rs .lekhs) of export duties central govt. 
(Re .lekhs) to its total 


tax revenue . 


en nme enna: 


1938-39 4302 4051 54 
1939-140 48h L588 56 
190-42 5915 3730 48 
1941-42 3984 3789 38 
1942-1453 2652 2512 20 
1943-44 2795 2657 15 
19bb=45 4425 3976 16 
1945-46 7518 7361 26 


In svite of the raising of the rates of import dutles in 
1942, the realisations were exceedingly poor in the following 
two yearse This was inevitable on account of the stste of 
internnotional trade and the stringent control exercised over 
imports. In view of acute 40 ସା of Consumers' goods and 
steep rise in price lcvel, i Government greduslliy relaxed the 
policy of import control from 1944-45 end made spectel arrangement ¢ 
for securing larger supplies of Consumers’ goods and of essential 
raw materials .and mschinery from ebroad. ‘The terms of import 
licenses were liberalised snd the Government was able to secure 
an increase in the quotas of goods availsble from supply sources 
iike U.SeAe and U.cKe In March, 1945, the Government instituted 
an open general License for the importation of certain classes of 


(13) See Chapter Xill. 
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Consumers!’ goods and this license wes extended in October to 
cover further additional goodse in view of the improved supply 
position in certain countries in 1945-46, licenses were issued 
more freely than in the preceeding year and Covermnment!’s 
restrictive policy with regard to imports from VUeSe.A. and non= 
sterling areas vas libcralisede Indian £4 rus having pre-war 
trade connections with the suppliers in U.S.A. Of goods con= 
sidered essenticl for India, were allowed to obtain licenses for 
guchn Be even when they were otherwise available in sterling 
i, Gn account of the changed policy adopted by Government, 
there was considerable increase in imports in 19h4-45. Purther 
iiberallsatlion of the policy snd improvement in shipping 
conditions brought in larger imports in 1945-46. Accordingly, 
Gustomes revenue agsin looked Up, So that in the last year of 

the wer period, it become higher than at any time before the ware. 
This was’, no doubt, to ea great extent due to the inflated prices; 
but nevertheless it indicated that it might be maintained at a 
level higher than the pre-war figure. But what is important 

to notice is that even with this meteoric improvement in 1945-46, 
customs revenve contributed only 23 per cent. of the totel tax 
revenue of the Central Government as against 54 per cent in thé 
pre-war pear. This was on sccount of ‘the remarkable development 
in income tax and central é€xcise duties. This decline in the 
importance of customs revenue was a healthy consequence of the 
war-time developments. A relatively small portion of the totsl 


(24) _ Report cn currency and Finance 195-10 .(Reserve Bank of 


ndia) Pare 16. 
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revenue being raised by this major indirect tax, there will be 
an improvement in the distribution of ie On account 
of comparatively less dependence on this source of revenue , 
Covernment will be in = nosition, as will be explained De lows 
to shape its fiscal policy to subserve nationel economic 
objectiveese 

The finance members in the past heve always given more 
weight to revénue considerations then to the fiscal and 
industrial aspects of the customs tariff, because customs duties 
were the mnijor source of revenue. The Fiscal Commission 
visusllized that raisin’. a large revenue fro:: source must 
inevitably result in = policy of protection. This is 
impracticable, s.nce the two policies cennot pe combinede A 
Drotecctive duty serves its purpose only when it eliminates or 
substantially curtails imports. The Government of India looked 
upon the protective tariff for augmenting its revenue. *Any 
fell in the revenue from such protective tariff has only 
irritated the hudget-mnkers, when they should have mo that 
it is only the inevitable consequence of protection." v 
{ven revenue duties, when they are ralsed to very nigh levels, 
fail to bring in adequate revenue. In imposing the 20 per cent 


surcharge on import duties in 1942, Government was conscious 


of such consequences. This overall surcharge "is a measure which 
| | I 
(15) The problem of distribution of taxation igs discussed in 
Chapter xi. I 
6) Report of the Fiscsl Commission, 1922, Paras 76 and 77. 
17 BeP eAdarkar: India Fiscal Policy. PeHl7e 
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whieh 1n normal times, is fraught with most serious dissdvantages, 
not the least of which is that it tends to defeat the Ms 
namely, increase of revenue which it seeks to achieve." But 
during the war when imports were subject to far-reaching 
restrictions snd comprehensive controls, end the country was 
faced with a severe shortuge of consumers’ goods, there was 
no possibility of this serious consequence e 

It is not necessary to anticipate here what particular 
Sconomic and conmmicrcial policy will be adopted by Government 
in future. The general rate hos been too nigh for a revenue 
tariff and it may be nocessary to make reductions in conformity 
with internsutilonal onligntionse Cn the other hsnd, bold 
measures must be undertuken for the rehsbilitation and develop- 
ment of the national economy. In the announcement of industrial 
policy, mede in April 1945, it was stated that Government had 
decided to take positive steps io promote rapid industrielisation 
of the country to the fuilest poesible extent. One aspect of 
the policy has been the assuronce of post-war protection to the 
industries which were started or developed during the I 
Any such comprehensive scheme of economic policy would not be 
practicable, if revenue considerations continued to reign 
supreme. As long as there was conflict of interests, economic 
poliey had to be substantially diluted. The relegation of 


customs revenue to a position ‘of relatively less impofrtance 


18) Budget Speech, 19L2=-h3; Para 47. 
19 Statement of the Industrial policy of Government of India, 
21 elloh5S « Pare e6 
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will leave ihe hunds of Government unfettered not only for 
fulfiiling international obligations, but algo for pursuing a 
fiscal policy to serve fully the economic endsSe 

Export dutlileg;- 

Up to 1860, export duties were quite as important and 
numerous as import cuties. In course of time, their hermful 
consequences vere realised and the duties were fradually reuoved 
as the finances of the foevernment improved. By 1060, all export 
duties with the sole exception of the one on ricc were zbolished. 
During the war of 1911-18, revenue needs again compelled Govern= 
ment to heave recourse to export duties, which were imposed on 
tea snd jute. In 1919, an export duty was levied on hides and 
skins, as a measure of protection to the temning and leather 
indus try. This policy of protection by the imposition of export 
duties was not approved of by the Fiscal Commission in 1922 « 
Government did not moke any further use of export duties for 
revenue purposes. The duty on tea was abolished in op 
end the protective duties on hides and skins were taken off in 
1934 and 1935 respectively. Cn the eve of the war, the only 
export duties that existed were thocte on rice and on raw and 


manufactured jute. 


(20) The smnll cess on tea €xported fron India, which had been 
imposed in 1903 at the request of the tea industry, was 
continued. The proceeds of this cess were not shown in the 
revenue accounts of Government, but were handed over to the 
Indian Tee Assoclatlon. The Association utilised the money in 
pushing forward the sale of tea in foreign countries. 
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Jute is a natural monopoly of Indiae It was therefore 
believed that the export duty on this commodity would not affect 
lts snle ebrocde.e It must, however, be remembered that a monopoly 
cannot be considered ss sbsolute and necessary caution should be 
exercised in fixing the export duty on Jute. Indis!s monopoly 
on jute may he infringed if equslly cheap substitubes can be 
ciscovered or if the syctem of bulik-hendling of grain is extended. 
The possibility of such developments igs a résson why the jute 
auty should be kept ct & low level. 


India. 


Rice wes not a monopoly of 
But since other ricc-exporting countries, like Siam and 
Indo-China also imposed export duties, the Indian duty was no 

handicap to the producer. After ihe separation of Burma in 1937, 

export of rice from india was insignificant end the duty was 
therefore scsrcely of any Ccorsequence ee 

During the war, low export duties were levied on certain 
comnod ities for certsin specific purposes. Under ihe Agricul- 
tural Lrroduce Cess Zct of 19, export rn very low rates 
were imposed on certain specified articles. 2 The produce 
from these dutles wes utilised for placing the Imperial Council 
of Agricultural Research in a secure financial positione In 


1942, it vas considered necessary to render assistance to the 


coffee industry and regulate the export of coffee and its sale 


(21) Act XKV11 of 190. 
The rate of the export duty was $, ad valorem. 
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in India through the Indian Coffee Market Expansion Board. 
A low auty was levied on the export of coffee for the purpose 
of providing funds to the Board. i In 19hk4, a fund vas estab~- 
lished which was to be utilised for supervising exports of Cotton 
Gloth end yern and for the development of tecemnicsl education, 
research and other maiters relating to cotton textiles industry. 
In order to provide resources for this fund, an export duty was 
levied on cotton cloth snd a The purpose of these duties 
was similar to thut of the tea cess imposed in 1903. It was 
considered proper thnt if’ Government were to undertske any 
specific services for the benefit of n~ certain class of 
producers, the necesssry financial burden should be borne by the 
immediate beneficiaries. 

The following table shows the revenues from export duties, 
realised under the different items. 

Table HO. 


Export Duties. 
(Rese lakhs) 


Tear Jute Rice other fAg'l Prod. Ccffee Cloth & Yarne 
1938-39 3,99 11 - a - 

19 39-40 3995 12 — = ' 
1940-41 3,12 13 12 - = 

1941-42 3,22 16 17 C.9 -— 

1942-43 2,40 11 i121 0.6 - 

1943-44 2,28 3 13 0.7 - 

194-45 2,34 2 15 Ce2 32 

1945-46 2,60 5 __20 0.5 85 


T25} “Ket Vil of 192. The rate of the export duty wae one rupee 


per cwt, An excise duty at the same rate was also levied for the 


purposes of the fund. 
f255 Ordinance XXX1V of 1944. The rate of export duty was 3% ad 


valoreéme 
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It ies evidont from the table thut from the rcvenue point 
of view, the duty on jute was the only significent export tariff, 
although under war conditions, there was a decline in the reven- 
ue realised from this source e 

Only a small part of the revenue frou the jute duty 
ccerued to the centrol treasury. Aftcr 1937, 62‡F per cent.of 
this revenue vas distributed among the jute=~growing a 
The Taxation fnquiry Coinmitteoe of 192-25 rishtly observed that 
customs revenue should be completely ‘central, because it is 

xcecdingly difficult toc trace the incidence of customs duties, 
nnd the general control of inter-state trade must be a central 
functione I Hie Jor ysrt of the jute produced in Indin was 
grown in Bengel snd the jute manufacturing industry vas localiged 
in this provincee The Government of Bengal ettempted to make 
out sa case that the erguments put forward by the Taxation Q ome 
mittee aid not hold good in the particulsr cose of jute. In 
its memorsndum to the Statutory Commission, it was pointed out 
that “there is no difficulty in this porticular instance of 
tracing incidence, snd the general control of inter-state trade 
does not enter into the questlon any more hen the duty on jute 

s fn excise. duty than it does when it is en export dutye."(26) 
In view of the financial difficultien of Bengal, this point was 


pressed in nll subsequent dj. sgcuscions.e The Joint Committee 


Para.522) . 
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agreed to the allocstion of a share of the duty on jute to 
Bengal because "the circumstances are so Special as, in our 
opinion, to justify special ee Accordingly, the 
Government of India Act, 1935, provided that at least 50 per 
cent. of the proceeds of the jut export duty ves ito be assigned 
to the provinces in which jute was grown in proportion to the 
rcspective amonnts of jute grown hese *In my opinion," 
sald Sir Gtto Niemeyer, “it ic doubtful whether the argument 
that the incidence of this perticular duty fells wholly on the 
oroduncer cen be ne further pointed out that 
"ven if the argument were completely sustainable, it would not 
be cconelusive on the question whether or not the community es a 
whole in Indis wes entitled to tap Llhis source of revenue as it 
must in fact tap other sources of re venue of unequal provensnce 
among the different perts of India." 2 the principle of 
aseigning a part of the jute export duties hsving been accepted 
in the Act, the Niemeyer Award increased the provincial share 
to 66% per cent. of the totsl proceeds. 

This was on inconsistent and anomalous development in the 
Indian finencial system. Once the basic principle ie agreed 
upon, 1t should logicslly be extended to certsin other export 


duties es well. What is true of jute might also be applied to 


tea, coffee, mengenese end some other commodities, of which 
Oe Tectia ean area OTR trate arnt aerate errr 


(27) JeP.CeReport, Volel, Ftel, Parae260. 

28) Gov't of India Act, 1935: Sece.ll0 (2). 

ଓ Indian Pinancisl Enquiry Reports, 1935 .Fara.22., 
30) Ibid. 
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production is localised in certain definite areas in the country. 
The provinces concerned might then press for the imposition of 
export duties and claim the necessary share of the proceeds. An 
the case of excise duties imposed on articles, of which product- 
ion is confined to certain provinces, there cannot be any 

logical justification for refusing the producing provinces their 
share on the basis of the princinle applied to jute export duties. 
In all federations, cuetoms revenue is entirely a federal source 
of income, and the division of jute: duties in India has been a 
cause of intereprovincial comnlications. The precarious 
condition of the Bengal finances necessitated thie deviation in 
India, which brought 4into existence the financial anomaly. 

Before the war, Bengal used to derive from the jute dutiee an 
amount ©f revenue which was quite substantial in relation to 

the total revenue of the province. For the other three provinces 
Assam, Bihar and Orissa, revenue from jute duties was hardly 
significant. The war, as the following tabls will ghow, 

changed the relative importance of this source of revenue in the 


provincial budget. 


CrTatte St 
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erenirnoanorenttenrrertietat atresia apart ranginapametete bamateeeet ans varnecaatarnia arte artm ea rt patna tet ett 


2G*T £ଂଠ z Z tT 9୦0 6 £ ୨9¢*T 9h-Gh6T 
6h tt €*0 I ଅ 11 ଓ9୨ଂ0 ଡ଼ £ ଡଅଂT Gtr=61 
gE*T H*0 T e It t OT G ATT the cH6T 
oT G0 ଗ £ OT t II pA 6T°T Ch=-ch61 
G6*T GH i tH zt [4 9T TI 99°T Er-tt61T 
! G9“ 1 G*9 I 4 Tt 2 HT Et 65°T th-oh6l 
g 9G*E G*0 I H 4 £ 61 9T rt Oh~6£61 
MM 
I Sz G*0 I Gg £T £ A Lt zz £926 
S9Fjnp ejnp onusAel SSTjnG enUesAGd Sepjnf enusisod fojjn(g enuoAod go74n 
୦ ଧୃ 7୫309 aqnpf Tej409 ajnr Ta304 eqn T8909 aq nf 
Terpout Jo uiOdF IO mod JO mod IO wodF 
AOdT T8307 af gH SNUOADE of u’ onUusABY au onusAoH He euueASH 
SSINO HPT ୪TH ଧଖର୍ସ 488K 
(syxetT* sx) 


*gaoTanc Ju0dxY ojnf JO aBUYS TefouTAOdd 


*TG eTqaszL 
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Not only was the amount of the provincial share of the 
Jute duties reduced from 251 lakhs before the war to 160 lakhs 
in 1945-46, but on account of the development of other 
provincial sources, ite importance in the provincial budget was 
greatly reduced, Bengal used to derive, in 1938-39, as much 
as 17 per cent of its revenue from its share of the jute autiee, 
but in 1945-46, it accounted only for 3 per cent. In the cases 
of the other three provinces, the share was not of any real 
significance. The share in jute duties was astigned to province 
as a kind of special financial assistance. On account of the 
develonment of other sources of provincial revenie and the 
relegation of the share of jute duties to a place of minor 
importance, it will not impose eany appreciable hardship if the 
entire revenue from jute duties reverts to ‘the central treasury. 
This has now become quite practicable and such a course will 


remove the undesirable anomaly from the indian financial syetem. 
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(B) Central Excise Duties. 


Cf the significant changes in the tax structure of India, 
brought about by the war, the most outstanding was the large 
increase in direct taxation. And alongside this developrent, 
the growth of central excise vas almost equally remarkable, 
Under the Goverrmment of India Act of 1935, excise duties on 
alcoholic liquor, Indian hemp, narcotics and tollet preparations 
containing any of these materlals were allocated to the provin- 
cial governments, while all other excises remained with the 
Centre.‘ 2) 

A brief historical sketch is necessary to trace the 
approach to and the development of the excise duties imposed by 
the Central government. Duties on salt were inherited by the 
British Administration from its predecessors and were consolida— 
ted as a special tax head in 1843. The rate was made uniform 
at Rs. 2 per maund in 1882 and was raised to Rs. 2-8 in 1888. 
After subsequent alterations, it stood at Rs. l-4 in 1922, which 
was again raised to Rs. 1-9 in consequence of the 25 per cent. 
surcharge on-all taxes imposed during the depression. This 
duty was the subject of bitter opposition on the ground that it 
affected a prime necessity of the poor and the Congress party 
was vehemert for its complete abolition. In fact, the civil 
disobedience movement in 1930 was organised with this objective 


emer omreaarrtaensanaeaaean rere emstnameatg paneer eerermer ee erennimaa neem ere cran erties 


(1) See Chapter II. 
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as a main part of the programme. Salt revenue was always treated 
as a separate category, import and excise duties being taken to- 
ge ther. In times of financial difficulty, the rates were 
generally raised to Keep uv the galt revenue at the desired level. 
But in view of the attitude of the political parties, these 
duties were not touched during the ware. 

Opium used to he an important source of revenue in the 
19th century. Before 1914, it provided as much as 8 crores of 
rupees. Such large revenue was largely due to the export of 
Opium to China. In consequence of an agreement for checking the 
export to China, the sale of opium on government account to that 
country was stopped after 1914. As a result of this policy, the 
revenue dropped to a very low figure . In 1926, it was decided 
in accordance with the instructions of the League of Nations to 
abolish all export of opium, except for strictly medicinal 
purposes, The excise duty remained thereafter as a purely re- 
strictive duty on internal comsumption with no revenue signifi- 
cance .( 2) 

With the revival of import duties on cotton goods in 
18914, a counterveiling excise duty was imposed on cotton yarn 
manufactured in India, which was replaced by another duty on mille 
woven cloth in 1896. This measure raised a storm of protest 


and wags ultimately withdrawn in 1926. The items made subject to 


(2) In 1938-39, the revenue realised by the central government 
was only 51 lakhs. The provincial governments continued 
to obtain some revenue by issuing vending licenses. 

The opium revenue of the central government was shown 
separately from the other central excise duties. 
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excise before the depression were motor spirit, kerosene and 
silver to) The production of these commodities vas largely con- 
fined to Burma, and with its separation in 1937, the revenue from 
these ceased to be of much importance , 

Central excises took a definite shape in the fiscal system 
only in 1934, vwhen duties wers imposed on SUED matches, mechan- 
ical lighters and steel ingots. The duty on sugar was necessary 
to fill up the gap in the customs revenue caused by the cessation 
in the import of sugar, on account of the rapid development of 
home industry, in consequence of the policy of protection. (1 The 
rates of duties were raised in 1937 from 10 amnas per cwt. on 
khandasari and Res 1-5 on factory sugar to Rs. 1-5 and RS. 2 
rege Gi vel Loss of customs revenue due to protection was 
also the justification for the imposition of the excise duty on 
steel ingots. The duty on matches was, however, introduced in 
different circumstances, although the above argument was also 
applicable to this cage. Bengal finances were in a serious state 
and the Central Government decided to allocate half the jute 
export duty to this province . The match excise vas imposed to 
recoup the central revenue consequent upon this grant .(C) It 
is difficult to appreclate the logic of this measure of corre la- 


tion. When export duties on a certain commodity were to be 


(3) The tax on motor spirit was imposed in 1917 and that on kero- 
sene in 1922. The silver duty was levied in 1930. 

(4) see Chapter III. 

(5) The increase in the sugar duty, which was dictated primarily 
by revenue considerations, was further justified as a measure 
which was capable of exercising a restrictive effect on the 
unhealthy growth of sugar industry. (studies in Indian Econ- 
omics issued by the office of the Economic Adviser: Aspects 
of Indian Tariff (Adarkar) P.94.) 

(6) The duty on mechanical lighters was of no revenue signifi cance 
It was a necessary concommitant of the duty on matches. 
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assigned to the provinces producing that commodity, why should 

the whole of India be meade to contribute through an excise duty 
on another commnmality? It nas but natural trat the other provinces 
felt agcrieved at belng pennlised for the sake of the province of 
Bengal. 

This was the position of the central excises on the eve 
of the war. The total revenue wag nob of any major importance, 
being only aebout 8 crores of rupoes. It vas for this reason that 
till 1937-36, the administration of central excise duties wag 
entrusted to local district officers under the provincial govern=- 
ments, and the yield vas not shown separately in the revenue 
gccounts, but was merged under the customs revenue. 

Under the pressure of the war, particularly vhen the 
custome recoipts, the mainstouy of central revenue, suffered 
serious contraction, it was natural to turn to the excises to 
meet the increasing need for revenue. In addition to the rais- 
ing of some of the existing duties, new commodities vere algo 
gubjected to taxatione In the Finance ~ct of 1940, the duty on 
sugar was raised from Rs. 2 to Rse 3 per cwt. and that on motor 
spirit from 8 amnags to 12 amnnas per gallon. On account of the 
inadequacy and precariousness of the customs revenue in time of 
war, consumers of those classes of goods, which could no longer 
be obtained, ceased to make the corresponding contribution to the 
revenue . “he gap had to be filled by duties on home production. 


In 1941, the excise on matches was doublea( 7), and a new duty of 


tches er gross) :- 

7) Rate of duty on ma P ଚଡ i 3942 
Box containing 40-60 RSe Se 

doe 60-80 Rsel-6& Rse3 

doe. 80 and above Rse2 Reel 


(Finance Act 1941. Sec. 3) 
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10 per cent. ad wlorem vas imposed on pneumatic tubes and typres. 
These levies were justified on the ground that the home produc- 
tion supplied a large portion of the domestic demand. In the 
following year, ‘the duties on kerosene and silver vere raised to 
the level of the higner import duties on these commodities. It 
was only logical, when the home industries were not in need of 
protection. 

4ANn important article and a fruitful source of revenue had 
so far been left out. The consumption of tobacco in India is 
extremely large, but while imports were taxed at luxury rates, 
“the problem of its internal taxation has hitherto defied solution, 
thus leaving a notable gap in India's fiscal avetema 2 The 
unique eligibility of tobacco for taxation has been everywhere 
accepted and in every civilised country, it has become a source 
of considerable revenue. Its use in India is widespread and 
not being a necessary of life, its consumption can be varied, both 
in quality end quantity, according to the -means of the congumer. 
The Taxation Enquiry Committee in 1925 observed that the consider- 
ations on which this conventional luxury had been chosen en an 
important item for consumption taxation in other countries applied 
with equal force to India.( 2) But an excise on tobacco was so 
long deferred mainly on sdministrative groundse There were two 
principal difficulties with regard to the imposition of guch a 


duty. Firstly, until 1937, under the constitution in force, the 


Ceramic arr teeter 


(8) Budget speech, 1943-44: Para. 56. 
(9) Report: Para. 193. 
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Central government did not have the prerogative of levying 
excise duty on tobacco. Secondly, even if the provincial 
governments Antroduced identical legislation for imnoeing euch 
a duty, there did not exist any edminietrative organisation 
capable of operating this excise on an all-India bnsisl 10? 
These difficulties did not exist any longer after 1°37, The 
Act of 1°35 (inaugurated in 1937) allocated tobacco excise to 
the Central government and thus the Constitutional 6ifficulty 
was removed, T4311] 1037, the excise duties levied by the 
Central government were collected through fhe agencies of 
provincial officers. itn the development of Central excises, 
there was created eince 1037, a Central administrative machinery 
on an all-India basis, through which it was nossible to operate 
a tobacco levy. Act X of 1043 therefore imposed for the first 
time an excise duty on tobacco at different rates according to 
the quality of the material. This nreliminary measure nroved 
80 successful and the duty proved such ‘an unrivalled means of 
raising revenue' that the rates vere increased in 10/4/4=5 and 
still further in the following yea, 

Besides, four other fresh items were added to the excise | 


List auring the war period. In 1°043-A4, Vanaspati (vegetable 


rma eerie eae: 


(10) Budget speech, 1943-44: Para.58. 


(11) The tobacco excise, observed the Finance member, is destined 
to play an important role in the financing of postewar 
development. (Budget sneech, 1°4/A-A5: FPara.63) 
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fat) was taxed at the rate of Rs.5 per cwt., and in 10/4/-A5, 
duties at the rate of 2 anno.s per lb. were imvosed on tea, 
coffee and betelnutege. These articles were of general 
consumntion and expected to bring in considerable revenve, 

The following table ghows the growth of excise revenue 


and the nroceedgs from the aifferent items thereunder during the 
war years. 


[Tab 52 
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From 4,7 crores in 1038-39, the excise revenue increased 
to as much as A46.A crores in 1945-46. This increase of more than 
four times was a major financial development in war-time taxation. 
As usual, these cxeise duties were criticised as being highly 
regressive and as imposing a. heavy burden on the poor. It was 
also »nointed out that the demand for the commodities on which the 
duties were levied, being inelastic, consumption was not likely 
to be curtailed in consequence of the higher nrices and thus the 
levies were an exceedingly burdensome taxation. Le Eefore the 
war, it used to be argued that the scope of direct taxation in 
India being exceedingly limited, indirect taxes had to play a 


(13) 


dominant role, During the war, income tax vas raised. to 
very high limits end the tax structure vas distinctly altered, 
But even so, the validity of that argument remained substantially 
the seme and it was neceesary to have increasing recourse to 
commodity taxation. Lven when defence expenditure is brought 
down to a normal level and income tax is maintained. at about the 
war-time rates, financing of gocial and economic development wi11 
necessitate a large revenue and excise duties must provide a 
substantial nortion of it. No doubt, on grounds of equity in 
distribution of taxation, direct tfaxes:-have great sdvantages over 


indirect and. are certainly to be vreferred, But in an 


pe OO 0 0 POO OOO OOO 


(12) Eastern Economist: 3.3 1044 


(13) Report of the Fiecal Commission: Para.14A6, and 
Report of the Statutory Commission, Vol. IT) Part Vili, Ch. A. 
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agricultural country like India, “here the bulk of the »nonulation 
ls living on a low etenderd, the nrincinle of fiscal equity 
cannot be pressed very far. Practical necessity has also to be 
taken into aecount in determining the tax structure. Fxocise 
revenue has come %0 ocecuny a nlace of Amportance, and though it 
may be necessary to bring about a revision in resnect of the 
choice of commodities and the rater of auties, excise duties have 
to continue as ean important source of revenue in the tax structure 
of the country. 

It was sometimes argued that the excise duties reduced 
or nullified the effect of the protective duties tari fr, 14? 
The Fiscal Commission took this possibility into consideration 
and recommended that ean excise duty should not be allowed to 
entrench unon the degree of nrotection required for any industry 
and the relevant import duty should always be raised by the 


(15) Thies policy was invariably adopted 


extent of the excise. 
and whenever an excice duty was imnosed, the corresponding imnort 
duty was revised unwards to the necessary extent. It may be 
argued that the higher price consequent on the excise levy may 

so reduce the demand ae to affect the development of the industry 


concerned. This is, however, a question with regard to the 


(14) D.N. Sen in his ‘Economic Reconstruction of India! (P.A37) 
argued that in the case of come induetries, excise duty was 
imposed to reduce the margin of protection. This was not 
the cage. The extent of protection was altered according 
to requirements; but the excise levy was not used for thig 
purpose. 


(15) Report: Fara.150. 
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nature of production and the elasticity of demand in any 
particular case and can be tackled by the right choice of 
commodities and rates of Cuties, 

There ia, as has already been hinted, a further 
duestificaetion in support of ‘fhese excise duties. With the 
growth of incuestrialisation, which is expected to be intensified, 
the major nart of the domestic demand in respect of certaln 
commodities has been and will »rogressively be met by home 
nroduction. Some commodities of general consumption like eugar 
and matchee have always been significant revenuve-producers. 
Under the shel.fter of protection, the match and the sugar industries, 
made rapid nrogress and India became almost self-sufficient in | 
respect of these commodities. The following fable ehows how the 


imports of matches and sugar shrank in course of only a few years. 


Table 53 


Imnorts of Motehes and Sugar 


Matches Sugar | 
( !000 gross) _('000 tone) 
Pre-war I average 14,560 63A 
War I average 1A ,6A5 A472 
Post-war I average 12,725 AAA 
3035-36 107 201 
1936-37 703 19 
038-39 1,262 3£ 
1939-40 1,297 253 
1940-41 3,920 20 
10/4¥-42 683 49 
1° 42-A3 - 6 
1043-AA - - 


(gource:! Review of trode in India) 
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Even before the var, imports of matches nnd sugar had 
fallen to exceedingly lo levels, and durino the var they were 
almost comnletely stopned, Sugar and matches are extreme 
instances. In the cases of certain other commodities, home 
nroduction renlaced to e considerable extent imports from abroad 
in meeting domestic consumption. It is only reasonsble %0 
recoup the diminution from customs revenue by excise duties, when 
commodity taxes must remain an important source of revenue, 

It may be seen from the table giving the revenue realised 
from the duties on the different commodities that with the 
excention of kerosene and steel ingots, the revenue from each one 
of them increased year ofter year, Tobacco proved by far the 
most fruitful; suger (16) and matches, aS usual, continued to be 
highly productive and the others justified the expectations in 
different degrees. nen revenue is the basic consideration, taxes 
should be impnored on such articles as are of wide consumption; 
but it ie essential to keep in view that they do not include 
prime necessities, taxes on which nress too heavily on the noorer 
classes. Commodities satisfying these requirements are, of 
course, different from one country to another according to the 
habits and income of the people. Tobacco, sugar and matches 
fulfilled these conditions to an eminent degree in India. 

Taxes on motor spirit and tyres and tubes fell largely on the 


emrenersrrnstetanip etait repartee tantra etree area etme tapaer depen eee papier erate 


(16) Sugar revenue vas fitful on account of the vicissitudes 
in cane production. 
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well=to=60 clasces. The excise duties imposed on coal were 
meant for the benefit of the workers in mines and the coal-mining 
industry, and the revenue reelised from these duties was ear- 
marked for the senecific purposes, (17) The tax on vanaspati 
(vegetable fat) was, properly speaking, illogical, when other 
varieties of vegetoable oil tere free from any such taxation. 

3ut the tax was imposed on the ground that considerable 
quantities of this material used to be formerly imnorted from 
Kurone on vayment of customs duties, but ecubsequently home 


(18) 


production lergely renlaced the imnorts. Besides, An 


certain quartere, venaspati is not considered to be an article 
of healthy consumption. If that is so, the tax might then have 
a desirable restrictive effect. Sn far se the duty on kerosene 
was concerned, it did not affect the upner clasctes and residents 
in urban areas where electricity was available and, as such, the 
tax fell on the poorer and lesge well-to-do classes and the rural 
population, Kerosene cannot tnerefore be considered as a 


suitable article for taxation. Since the home demand was met 


nanometre eet aerate ge eiamtaae ape Caterina iret raearer aren tater reer 


(17) Under the Coal Mines Safety Act (Act XIV) of 16030, a cess 
was levied on coal in order to provide funds for assisting 
proper etowing operations in coal mines, with a view to 
ensuring safety of workers. 

Ordinance VII of 19/4/ imposed another cess for financing 
activities to promote welfare of labour in the coal-mining 
industry. The revenue was to be utilised for improving 
health, sanitation, etc. 

Ordinance XXXIX of 194A imposed a further cess to constitut 
& coal production fund to be utilised for the improvement of 
production, marketing and distribution of coal, 


(1A) Financial Secretary's Budget Speech (10943-1944) in the 
Council of State, Fara.50. 
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largely by imnorts, removal of the excise duty would not, in any 
way, affect the price of kerosene. It is, therefore, necessary 
to abolish the excise and reduce the import duty substantially 
An order to afford the necessary relief, Tea, coffee and 
betelnuts were considered %0 be analngous “to tobacco in respect 
of consumption. Although coffee did not vrove of any real 
significance in nroducing revenue, being a close substitute of 
tea, it could not be left out when tea was subjected to taxation. 
In justification of the excise on betelnuts, it was pointed out 
that the average consumption ner head being small, the impact of 
the tnx on the individual would be slight, (29) It was, in any 
case, definitely thought that the incidence of the tax would be 
on the consumer, But it proved to be otherwise. Two years 
after the duty had remained in force, it was realised that owing 
to the vnoor bargeining position of the producer vis-a-vis the 
wholesaler, and the exnected resumption of large imports as soon 
as conditions nermitted, the poseibility that the duty would fall 


on the consumer could not be realised. (20) 


Tnie was only 
natural since the cultivation and the nrocessing of betelnuts 
were essentially carried on as a small~scale occupation in India. 
In 1022, the Fiscal Commission rightly pointed out that excise 
duties are unsuitable in the case of small or scattered industrie 


since such a duty, apart from being expensive in collection, is 


oer erwin narrate eterna terete 


(19) Budget Speech, 1944-45: Para.64. 


(20) Finance Member's statement in reply to a question in the 
Legislative Assembly. Quoted in Fastern Economist, 
29-3=A6 » Ps 507 . 


Digitized by PPRACHIN, SOA 


likely to nrese heavily on small oFoaueerks. 


The necessary 
conditions for the imposition of an excise duty did not exist 
in the case of betelnuts, and the yield also did not come up 

to sxncetattons, Ce Duties in such cases hit home production 
adversely, and Ait is not desirable to include such commodities 
under the excise List, (23) 

It is thus necessary to make a& careful selection of the 
commodities which satisfy the proper criteria for the imposition 
of excise duties. fhe selection before and during the war, 
except in respect of a few items, conformed to the requirements. 
But epart from the modification necessary, on lines pointed out 
ebove, Central excise duties, in consequence of the war-time 
develonments, have come to occupy an important place in the tax 
strueture, In financing economic development, it is expected 
that these Outies will nrovide a necessary and substantial source 
of revenue, 

An important question arises as to whether these so-called 
‘Central excisee' should continue as an exclusively central 


gource of revenue. Layton in 1930 considered the question of 


inter=provineial inequalities and euggested means of assisting | 


backward provinces, It was pointed out that the ‘nation-building! 


activities would not be properly administered on a country-wide 


pore epetatenteatara arate martensite eee 


(21) Report: Para.1lA7. 


(22) Excise duty on betelnuts was expected to produce 2 crores 
in 1944-45: the actual realisation was 1.3 crores. 


(23) In the first post-war budget, the duties on kerosene, 
betelnuts and motor spirit were reduced, The reduction 
in the duty on motor spirit was done with a view to 
stimulating road transport. 
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scale by the Centre, and to be really effective, should be under- 
taken by the provincial governments. Accordingly he dame to 

the conclusion that a part of the revenue collected by the 
Central government should be distributed among the provinces 
according to their needs. (24) This princinle wae given 

concrete shape, among other proposals, in the suggested formation 
of a npnrovincial fund consisting of salt and other excises, which 
would be distributed emong the nrovinces on the basis of their 
population, 0 Tris was a significant landmark in the 
discussion of federal finance in India, and the principle was 
definitely recopniced in the financial distribution adopted 
subsequently. 

The Government of India Act, 1%¢35, made provisions on the 
lines euggested by Layton. But the distribution of the excise 
revenue among the provinces was left to be decided by the 
Legislature, It vae thue vrovided that duties on salt and 
federal excise duties should be levied and collected by the 
Federation and, if the federal legislature gO nrovided, the whole 
or any part of the net proceeds should be distributed among the 


federating units. (20) 


The principle of distribution was also 
to be formulated by the Legislature. Between 1937, when the 
Act wae inaugurated, and the outbreak of war, the revenue 
position of the Central government was not such as to permit 
De OOOO OOOO TO OO OOOO OOO 
(24) Simon Commission Renort: Vol.II, Part VIII, Ch.5, 

(25) Simon Commission Report: Vol.II, Part VIII, Ch.6. 


(26) Government of India Act, 10935: Sec. 140(1). 
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relinquishing a part of the excigce revenue to the provinces, 
“hen the war was being fought, the needs of the Central govern- 
ment were enormous and the question of distributing excise 
revenue could not arise. 

During the var, the Central sources of revenue were very 
greatly exnanced end the excises were tanned substantially, 
Under neace-time conditions, the aggrecsate revenue will be 
maint:ined et a much higher level than wae ever contemplated 
before the war. If ie therefore natural to expect that when 
defence expenditure settles dorm to normal, the question of 
distribution of the excise revenue among the provinces will have 
to be settled. But the plan for nost-war development has shelved 
this specific question. The scope for development is greatest 
in the »nrovincial svhere and the execution of many of the schemes 
of the Central government is to be done by the provincial 
euthorities. But even so, planned. development on a national 
scale must be a joint and a co=ordinated. effort by both the 
Centre and the provinces, with a large measure of pooling of 
resources, Provincial plans were framed under the guidance of 
the Centre and in broad accord with all=India policies and 
objectives. These plans were based on the broad assumption that 
the provinces would receive central grants during the first five- 
year period, amounting approximately to 250 crores of rupees, (27) 
The grant would come to 50 crores a year and, as such, would be 
eminem eterna rearranges 
(27) Buaget Speech, 1946-47: Para.33. 


Digitized by PPRACHIN, SOA 


10 = 


somewhat larger in amount then the excise revenue to be 


(28) 


realised, which was A6 crores in 1945-46. It wes 
further tentatively decided that the grant would be distributed 
among the provinces on the basis of population. 

Thus, it many be said, the develonment grant to the provinces 
was, in effect, the implementation of the Layton scheme for a 
ehort period, In view of thie grant and the enormous 
reconstruction programme proposed to be taken up by the Central 
Government, it is out of the question now to raise the specific 
issue of distrinution of excise revenue among the provinces. 
Temporarily the matter has been settled by an indirect method. 
There should be no difficulty in making this short period 


arrangement 2 regular feature of the financiel allocation. 


errarteeererantasernearaeegrteatiartrenaeraattaete rte etree P mitre arate ean ree eee rebar eerie errr ae eee ra 


(28) The provisions of the Act of 1935 as well as the Layton 
Seheme included salt revenue in the fund for distribution 
among fhe provinces, But this is no longer of any 
significance, because the salt tax was abolished An 1047. 
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CHAPTER IX 
REVENUE OF THR CENTRAL GOVERHMENT 
NONe TAX REViNUE 
(A) Railvays 


Railway Finance 


The railways were a drag on the finances of the government 
during the first four or five decades of their existence, In 
accordance with the guarantee of minimum interest given to 
comnanies on the capital invested by them, the government had to 
make cond their deficits from its revenue, Among the state 
railways, the etrategic lines and those constructed for the 
purnose of famine relief were unremunerative, It took time for 
traffic to develop to bring about adequate returns on other lines. 
It was only in 1900 that the railways began earning profits, that 
is to say, the gross revenue cxceeded the costs, including the 
guaranteed interest liability on capital invested, By that 
time, the losses to the government had been coneiderable. There- 
after the railways continued yielding net returne to the 
government on the capital outlay at charge, though the amounts 
were small for the first ten years, By the end of the century 
most of the company railways had passed into state owmership. 

Some of these lineage had been purchased and transferred to state 
management, and others, acquired by the estate and handed over to 
companies Fos management. During the war of 1914-18, there was 
substantial improvement in the financial position of railways F 
and handsome earnings were made mainly on account of the — 
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imposition of eurcharges on fares and freights and the handling 
of military traffic. Under the emergency conditions, repairs 
and alterations had to be postnoned. After the wer, the increas 
in the earnings wae meintained but working expenses went up at 

a rapid pace owing to the all-round. inerefse in the rates of 

ray of the staff snd additional expenditure for reneéwals and 
replacements. 

Reilway earninge were snbject to periodic variations in 
coneeguence of the fluctuations in agricultural production and 
the etate of internal and external trade. the government 
buéget used to suffer violent fluctuations on eccount of the 
incornoration of the railway finances therein. The railways, 
on the other hand, couid not nursve any continuous noliey of 
orderly develonment since their finances depended on the 
exigencies of the annual genersl budgets, and they had to adjust 
their course of action with the budget changes from year to year. 
To make an end to thie confusing and mse etactory state of 
affairs, the Ackworth Committee, in 1920, recommended complete 
separation of the railway finances from the general budget, 
and, after pr6longed consideration, this was put into effect 
in 1924. It wes deoided that while the railways would shape 
their policy on business lines, the general revenues should 
receive » definite annual contribution, whieh would constitute 
the first charge on their surplus earnings. A rallway reserve 
fund, fed from the surnluses, was created, which was to be used 


to secure the payment of this annual contribution, to provide, 
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if necesssry, for arrears of depreciation and to make adjustments 
in writing down and writing off capital. The fund was also 
intended tn strengthen the general financisl noeition in order 
to improve service and rednce freights and fares. (1° 

The railway finsnece heave hand nn erceedingly chequered 
history sirece then anc the following table giver the financial 
moeition from vear %o veer from 192/25 $417 the end of the war. 

Fable 54 


Rotlwey Finance 


{ Ra. Crone) 
Fercentage of 
net profits 
Surplus | (before deduct- 


Groes | Opserze 
[Traffic {| ting Het {|(anfter naymenti! ing interests) 
Year _iReceinpts| Errnencer | fevenve| of interest)! on canitel charge 


192/=25 53 13 5.8 
1925-26 5A 9 5.2 
1026-27 54 । 32 7 4.9 
1927-28! 106 5A 36 10 5.3 
1928-20} 106 HB 36 8 5.0 
1920-301 ୦⁄4 । 5E 33 A A.D 
1936-311 96 55 2E - 5 3.5 
1931-32 8&8 Bi 23 -9 3,0 
1032-33 BE AO 22 -]0 2.9 
1933=3A 88 ଠି 2A -7 Fel 
1934-3 ୨2 51 26 -5 3.4 
1035-36 G2 51 27 -3 3.5 
1036-3 97 53 31 1 4.1 
1937-3 100 53 32 3 A.2 
19323-39| 100 5A 31 1 Aol 
1939-40 4.4 
19/0-A1 . ଡି 
1041-42 7.5 
1942-43 9.5 
16A3-AA 10.2 
19A/A-A5 Ee 


(1) Orficial resolution adonted in the Central Legislative 
Assembly on 20th September, 1924. 
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For the firat rive years after the separation of the 
budgets, the railway finsnces were in a prosperous condition. 
The net annual profit on canital before payment of interest 
charges was more than 5 ner cent on the average. During this 
neriod., substantial contributions vere made to the general 
revenues and fairly larze sums vere accumulated in the reserve. 
In 1630, the prosnerity came fo°an end and railway finances were 
adversely affected by the Gepression, The traffic receipts fell 
by about 17 ner cent, while the reduction in the working 
exnenses “as onl¥ © ner cent. With net earnings amounting to 
about 3 ner cent before rayment of interest, ‘the finances were 
in a precarious state, Not only 4d 4+t become impossible to 
make any contribution to reneral revenues, but a net revenue of 
between 22 to 2€ croree was insufficient to meet even the 
interest charges. fhe reserves had therefore to be heavily 
drawn upon to meet the deficiency. This position continued 
more or less unchanged until the outbreak of° the war in 1939, 
though there were indications of improvement from 1936-37 onwards 

With the outbreak of the war, the situation changed and 
the railwaya looked forward again to an era of prosperity. In 
1939-20, they had a surnlus of A crores, which was the highest 
since 1020-30; but even so, it 61d not suffice even to pay the 
prescribed contribution to the general revenues. In the 
following year it was estimated that, if the railway rates were 
to remain at the existing level, the anticipated surplus would 
still fell short of this obligation. It was therefore 


imperative to secure an increase in the receintas and the obvioue 
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course of action was to raise the rates. Besides, railways, 
like any cther business, had to reckon with periods of boom and 
depreseion, ané et a time when the demand for their services was 
brisk, they had to take advantage of the situation, (2? Accord 
ingly, rates vere increased by 124 per ceft on nll goods traffic, 
excepting food grains, fodder, manure and railway and military 

" 2 
traffic. (2) Facrenger fores vere raised by 6¢ per cent, but 


(4) 


this vas not enplicable to those not exceeding one rupee, 
This exception was provided so that journeye to and from places 
of work and a certain amount of strictly local traffic would not 
be made Cearer than before, In 10/42, arguments were put forward. 
pointing out the need for raising the rates further, but no 
general increase vas decided upon, eince it was considered to 
cause an undue increase of cost to railvay a, Only the 
basic pascenger fares in the Eaet Indian and North “Vestern 
raillvays, which had teen lower than elsewhere, were increased to 
bring them more nearly in line with the other railways. 

In the later yeors of the war, the rise in the general level 


(6) 


of prices was Very great. In 1644, the government came 


forward with a proposal for an overall increase of the passenger 
fares by 25 per cent. Three epeecific reasons were advanéed in 


support of this proposal. 7’ It wae pointed out, in the first 


(2) Budget speech of the Railway Member 940-41: Fara.6. 
(3) BSpecial rates were prescribed for coal. 

(4) Railway Budget epeech, 1940-41? Para.l9. 

(5) Railway Budget speech, 1942-43: Para.ll. 

(6) See Chapter XII. 

(7) Railway Budget speech, 1944-45? Para.l4. 
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place, that compared with the general rise in prices, the enhance- 
ment in the rates had so far been negligible, and. “with money to — 
Spend and nothing else much to svend it On, travel the public 
wi, (2? It is difficult to say if there was any considerable 
luxury travel at 211, for with the wartime discomforts, most of 
those who travelled did go because they had to. Besides, it woe 
not correct to assert that railway travel was among the cheapest 
things in India. fven though the fares had not been increased to 
any appreciable extent, the quality of the services declined very 
much below the pre-war level, on account of the appalling con- 
ditions of travel, overcrowding, and iAnsaniftary condi tions. (2) 

It was argued thet nassenger traffic was rapidly expanding and At 
was. not possible to cope with this demand. It was accordingly 
considered necessary to raise the fares in order to reduce the 
volume of traffic. fut the experience of 1917 did not lena 
support to such a measure, when a similar increase in. fares could 
reduce travel only for a year, after which it.increased again. 

At any rate, it wae evident that unless the increase in the rates 


was made to a penal extent, no appreciable results would be 


realised, 
Secondly, the proposed increase in fares was calculated to 


have a Geflationary effect. It was thought that, like additional 


taxation, the inecreace in farcs would mop up a part of the surplug 


Orr pecaareaeer ester eer an eR Per rear ReraEeeereeteea er ee 


(8) Tbia 

(9) In spite of the increase in passenger traffic, the total 
daily passenger train mileage, curtailed on account of milie 
tary traffic, on Clase I railways was 115,838. (Report of the 
Railway Board, 19/5=46, P.22). “When taxation of transport 
is raised to the proposed new peak in conditions of worsening 
discomfort, At cannot be considered in the abstract. To offer 


Contd.on following page. 
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purchaeéing power from the hands of the public and thereby 
reduce the inflationary pressure. But it is difficult to 

see how far this objective could. have been reconciled with the 
first. Increased fares could not have reduced traffic con- 
eiderably and, at the some time, secured the withdrawal of a 
rubstantial amount of surplus purchasing power. Besides, the 
nronoseal wae not in keeping withethe general policy of nrice 
control. To the extent that railway services are essential, 
freight charges enter into the cost of production of commodities 
and the additionszl cost on account of the increased rate passes 
on to the various stares of the nrice atructure. A rise in 
prices cannot be prevented if costs of production are increased. 
The government had been conscious of this, when the Railway 


Commissioner announced its pnoliey in 1943. (2°)? 


It was now 
argued that coats of production would not increase on account 
of a rise in passenger fares. But a good deal of travelling 
was undertaken on account of bueinees and therefore the effect 
of the increaee in fares wae the eame as that of higher freight 
charges, 

Thirdly, it was proposed to build up a fund for post-war 


reconstruction out of the additional ,receipte, earmarked to 


provide amenities for lower class passengers. Such improvements 


{9) (Contd. ) ..sueh bond service at so high a price will be an in- 
sult even during a war." (The Statesman: 7.2.44. Quoted by 
 L.C. Jain in “Inéian “conomy during the War. co 
(10) “As At is the policy of the government to do everything to 
cheek inflation, £4 is not proposed to make any general fo 
Cece in the coming year in rates and fares." ' 
Railway Commissioner's gpeech in introducing fhe budget in 
the Comeil of State in 1943? Para. 
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in gervice were not expected to have any direct revenue effects 
and it would not have been reasonable fo finance them from 
capital. It was therefore desirable to build up a specific 
fund for the purpose. Although this argument was irrefutable, 
the propossel was not accentacle to the Assembly, since prom! ses 
in the past for Amproving amenities of lower class travel had 
not produced encouraging results’ If fares had to be increased 
in good as well as bad times, At was argued, when was the relief 
fo come? The Legiclative Assembly vehemently protested againet 
this proposed increase of fares and adopted a cut motion on 

thie point, (23 In response to the edoption of this motion, 

the government dropped the pnroposal for raising the fares. Thus 
the only additions to the pnre-war rates and fares were those 
effected in 16¢/A0-Al. In addition, the basic fares in the EeI.R. 
and N.ef.#, were levelled un and certain concession rates, which 
used. to be normal features, were vithdraim during the war, 

The war noriod proved to be one of unpretvedented prosperity 
for the railways. As the war progressed, earnings became ex- 
ceedingly large. The net profits, before deducting interest, 
rose to the level of more than 10 per cent on the capital at 
charge. The grose traffic receipts increased from 100 crores 
in 1938-36 to the peak figure of 226 crores in 1945-46. ‘fhe 
increase in the fares and freights was responsible for only 


(12) 


8 per cent of “his enormous expansion Ain the receipts. An 


(11) Legislative Assembly Debates, 24.2.44. The cut motion to 


reduce the reserve by 10 crores, the amount of additional 
revenue anticipated from this increase, was carried by 51 
votes 


es. 
(12) Ro vay Budget Speech 1946-47: Para.l5. 
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important factor was the military traffic. And so far as the 
receipts from this Sraffic ere concermed, it was merely an intere 


evartmental transfer of the Central srovernment. There was, 


DO: 


besides, an increas: volume of neesenger and goods traffic during 
this neriod of exnsnd ¢ nuetivities. The gurtaiiment of motor 
transnort an@ coasctel shipping iAmnosed further Cemands on the 
railways. The following figured show the enormous extent of the 


Ancrease of traffic during the later etage of the war. 


Tailway traffic 


16Afi=A 10A5-A6 
1938-30 Increase | Increase 
(miilitons; | (millions) over (nm4i11i0ns) over 
No 1938-39 1038-39 
Passenger n & 
miles 37 , 592 90% A1, 3211 119% 
Ton miles 2,088 295 28,810 | 34% 


(Source: Annual. Renorts of the Railway Poard) 

With such an exnvansion in traffic, railway receipts rose to 
immense magnitudes. Hut while the receints increased by 126%, 
the operating expensee went up by 176%. The increase in the 
expenses occurred lergely during the last two years of the var 
period. With draetic cuts in train services, curtailment of a 
.gooa deal of the ordinary comforts and suspension of most repairs, 
{this unusuvel increase in the working expensee was not indicative 
cf efficient or economical management. The interest payments, on 
the other hand, declined from 29 crores in 1938-39 to 27 
erores in 1945-46. During this nique period An the 
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hietory of the railways their surpluses rose from the 
negilgible figure of only one crore in 1938-30 to the peak 
figure of 51 crores in 1943=/4/, and then declined, to some 
extent, in the two subsequent years on account of the large 
onerating expenses. With such large surpluses the railways 
made a substantial contribution of 158 crores to the state 
revenue during the wer neriod. (13). In addition to rendering 
this much needed assistence 0 general revenues, they built 

up large reserves for themselves. During the decade before 
the war the railvay finances had been reduced to such a 
precarious state of affairs that, had not the war boom inter- 
vened., they would have been throm into confusion. The war 
prosperity rendered it noesible to liquidate all outstanding 
iiabilities and put the finences on a sound footing. But 

all this was not an unmixed achievement, All the assets were 
cxnaustingly overworked, some of the vworkshops were switched 
over to munitions production, railway lines were dismantled 

for use in other theatres of war, permanent ways and rolling 
Stock were kept on with inadequate rapairs and. the entire 
railway system was overstrained. It is against this background 
and the proposed plans for post-war extensions that the railways 
should shape their financial policy to fulfil their important 


role in the national economy. 


(13) Receints from military traffic were taken into account 
in computing the surpluses. A part of the contribution 
received by the government thus came out of its own payments 

to the railways. But it must also be remembered that the 

war surcharge vas not applied in the case of rates for military 
traffic. 
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Government Revenue and Railway Policy. 


he Railway Conventioni- 

It hes already been mentioned that the railway 
finances were separated from the general budget in 1924 with 
a view to conferring finaneial eutonomy on the railvays, 
while securing a steble contributiqn to the general revenues, 
The Legislative Ascembly adopted a Convention prescribing the 
division of railway surnluses betreen the general revenues 
and the railway reserve. The basis of the contribution to 
general revenues was determined as follows. (1). 

“The contribution shell be based on the capital at 
charge and working results of commercial lines, and shall be 
& sum equal to one np.cC. Of the capital et charge of commercial 
lines (excluding capital contributed by companies and Indian 
States) at the end of the penultimate financial year, plus 
one-fifth of any gsurplue profits remaining after payment of 
thie fixed return, subject to the condition that if, in any 
year, railway revenues are insufficient to provide the one 
PeCe On the capital at charge, surplus profits in the next or 
subsequent years will not be deemed to have accrued for pur- 
noees of division until such deficiency has been made good." 

The interest on the capital at charge of, and the loess 
in working, the strategic lines was to be borne by general 


revenues. 
pO DODD OOOO OOO OOO OOO OOOO OOO OOOO POTN 


(1) Legislative Asgcembly debates, March 3, 192A, 
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"Any surplus remaining after this payment to general 
revenues shall be trensferred to a railway reserve; proviéed 
that if the emount aveilsble for transfer to the railyvay 
reserve exceeds in any year three crores of rupees, only two- 
thirds of the excess of three crorss shall be traneferred to 
the railway reserve and the remaining one-third shall accrue 
to the general revenues". 

The railway reserve was to be used, among other things, 
for securing payment of the annual contributions to the 
general revenues, 

Ihe Convention was adopted amidst favourable e¢4ircum= 
etances and for the first five years substantial contributions, 
on the average of 6 crores e year, were received by the 
freneral revenveg. Tne sudden change of fortune in the 
roailwveys came An 1920=30 and in two years! time the reserve 
fund was almost completely depleted in meeting the contributions 
and thereafter they had to be completely stopnéd. Besides, 
heavy withdrawals had to be made from the depreciation fund to 
meet the interest charges during this perilod of stress. In 
1937 when the reformed constitution came into force the loan 
from the depreciation fund amounted to .,30 crores and the arrears 
of contribution to general revenue, 31 crores of rupees, 

The railways had only 16 crores in the depreciation fund and 
& meagre sum of 48 lakhs in the reserve fund, 

Repayment of the loan from the depreciation fund was 

the primary liability on future railway surpluses and the 
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question of Sontributions to the stnto rcvonues could not 

arise wmtil this loan wss fully noid off. This created a 
connlicated situations The Hiemeyer formula conditioned the 
distribution of the »nrovineinl share of income tax on railway 
contributions to generel revenues. It was prescribed wnder 

nn Grder in Comeoeil that the provincial share was to be 
calculnted on the assimotion that, the Centre had received from 
the reilvays the sa contrinution as they would have, if the 
borrowings fTrom tne deopreeciation fund ané@ the arresrs of 
contributions to rmnrercl revenues were deemed not do be payable” 


thorefore essentinl 


O 


£23 Resumption of the normal contribution was 
for bslancein:: the central budcet when the financicl redistribtution 
between the Centro and the provinces vas effected in 1937. The 
lezislinture wac not, hotvever, inclined to offect a complete 
enmneollntion of the arrears of contributions, Accordingly the 
Assonmbly recomended to the vovernrmont a moratorium decloring 
the rnilwaoy revenues not to be linble, before 1940, to repay the 
Leoen from the Gepnrecilation fund or clear the arrear contributions 
outstanding on the 3lst of Merch 1937. (3) In 1937-5 and 

1938-9, railway eornings were not adequate to provide the 
renulsite contribution and the moratorium was extended upto the 
end of 1941-2, which ccvered the orrerrs for these two years. (4) 
In 1940-1 ond 1941-42, rnilway ecrnings were very larcee md 
substnnticl omounts were received by the Government, In the 


following yernr, the genersi revenues would not have obtained a 
nmtmemorenenem orem mtanarermere seater eterna eteneaereraer eter icra 
3 Order-in-Goumeil: July 3, 1936. Sec. 6 (3) proviso. 


3 Iegislative Assembly Resolution: October 7, 1937 
The extension was adopted in the Assembly in Sentembar i950 
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large emowunt, since the debts from the écnreciation fund had not 
been noid off, Accordingly the moratorium vas further extended 
upto ths eon of tarch, 1943. From 1541-2, all payments to 
gonernl rovenue over and above the one pe.C. Contribution was 
trented ns disehorcre of the liehility for arrecr contributions. (5) 


As ~~ logier1l corollary, the allncations from surplus going to 


debt Prom the depreciation Tund. Thanks to the enormous 
surnluses, the entire arresrs to general revenues were cloerod 
by the end of 1945-43, nd the debt from the deprecintion fimd 
fully Aischarged bv the end of the folowing year. 

One micht nerhr:ps expect that after all these repayments, 
the Convention ct 1094 would have been brought into operation 
from 1045.44, But the Govermment was in ever increasing need 
for Pinanceins tho war and wanted a larger share from the railway 
surpluses than 1% would have received in accordance with the 
Convention, nen the larsre railway enrnings were due to the 
war-tio conditions and increasing burdens were being imposed on 
the taxpnyers, it wos but proper thit the state should obtain a 
much larner share of the reilway surpluses. It was, of course, 
nocess-ry that railways should meke adoquate provision to 
finance nost-wer replacements end rehabilitation and to fortify 
their finconcial position against periods of depression. But 
the needs of the government ‘were exceedingly pressing. A mere 
suspension of the convention was ‘unreasonable, because if theo 
reilweys were to contribute generously to general revenues at a 


(5) Railway budzet speech, 1945-44; Para 14, 
Digitized by PPRACHIN, SOA 


time of phonormenal prosperity, they should be relieved of the 
hurdenrns Hf the convention in futuro, If the claim of goneral 
roveonues was imperetive, the counter-cloin of the railways was 
also reasonahle. The loriccel course was, therefore, the 

somplete nbolition of this invorkable Convention of 1934. 
Accordinzly the _egislotive Assembly adopted. a resolution in 1943. 
declering tin t the Convention having failed to achieve the 


necesso- ry object, from lst of April 1943, so much of ib as 


+ 


provided for allnertion of surpluses to general revonuss should 


ଵ] 


ease to be in foros. for the yesr 1943-44, the surplus vas to 
be utilisod te ronay ‘ny outstrendé ing loan from the depreciation 
fund ond theron tfter Aivided in the proportion of 3 0 1 


between senor l rovenue znd railway reserve. For the subsecuent 


: 


yoars ond imtil a nev convention was adopted, the ellocatijion of 
the surnlus U43 to be docided ench yesr in accordsnce with the 
needs of the railveys <n generol revoanude. (6) (Tne loss, if 
any, on strotornic lines was of course to be recovered from 
general revonue). As its threeefourth shore from the railway 
surplus, the centrel revenue receivod es much as 38 crores in 
1943-44 . 

In 1944-45, there wan a lnrge increase in the working 
erpensss, pirtly as a result of a special war-time arrangement 
wmicer “nich a major portion of some expenditure of a caopital 
nature which had hitherto been debited to capital and 


depreciation find ecvoumts was to be met from current revenue. 


To enable the railvoys to finance this liability, it was 
Dor anaes wearer eterna rt eae ree pp 


(6) Resolution recarding revision of Convention, Legislative 
Assembly Debates, 2-5-1943, 
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decidod that instend of dividing the surplus in the proportion 
cof throe to one, the share of the stato should be stabilised at 
37% croros for 1944-45 ~na 1945-46, It was thus evident that 
during the war period, despite the separation of the railway 
budget from the general budsot, railways were still dependent 
upon the budget: nosition of the government. 

The following teble shovs the Contributions to the 
general revonues and the nosition of the railway reserves from 
the time the budgets ‘vere sepnrated till the end of the war 


period. 


C Table SC 
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Table 56 


Railay Contribution and Reserves 


{In laeliths of runees) 


Contribution ° Be lance Balance 

VYoeor to general in tho in the 
revenue denreociation railway 

fimd reserve 


= 
) 
ୟି 
ୀ 

Co 
WwW 
[92 


1933 - 54 9,59 47 
1934. = 35 9,59 | ay 

9,69 47 
1936 - 37 - 16,19 4&7 
1937 = 30 2,76 19,61 48 
1938 = 39 1,37 25 , 09 48 
1939 = 40 4,35 31,15 48 
1940 - 41 ¦ 12;16 36,60 5,39 
1941 = 42 ¦ ୫୦,17 51,84 ଓ „79 
1942 = 45 20,15 82,07 9,35 
1943 - 44 37,64 92,30 22,55 
1944 = 45 32,00 102,21 37,48 
1945 - 46 32,00 107,45 38,14 
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It will be semen from this toble that after the soparntion 


oO 


f the railuny budget in 1924, the Convention worked with fair 
Success for five yecrrs during which perlod the Governnait 
Tececived on the avarnge 6 crores a year. The optimism underlying 


the arronsenent as justified in normal times. Phe Convention 


factors later rendored it impossible to fuiTili the obligations 0 
the stato rovonues,. for two yenrs, the obli:mtions could be met 
by dravwiag hoovily from the reserve fTimd. auring the seven years 
from 1951-62, the Convention produced oxtremoly adverse 
comseruonces and by the time reviveil set in, there hed been 
accmmulatod heavy legacy of licebilitins to government, and the 
rnilvays had been leit ith depleted roservese. *Tt is not wnfoair 
to say”, observed the war trensport member, Tthat the foilure 
to adopt ¢ soimd financial polley had brought railway finances into 
a most parlous position, from which they have beon rescued for the 
present, by the ebnormal conditions of a world war” ,.(7) The 
Convention proved a complete fceilure durinz the war period. Ab 
the first stage on moratorium hed to be declared to make some 
contributions to the State possible, and subsequently new 
arranzemcnts hed to be made to allocate an A{ncresnsed share of the 
surpluses to the general revenues. 

Durin; the period of lean earmings, the railway reserve was 


sedly Gepleted. It wos indeed 2 melancholy fact that on the ave 
nea: oo es ous bh er ee re 
(7) Roilweay budget speech, 1943-44: Pora Bl. 
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of the war the reserve fund of one of the largest railwn systems 
in the world under one oxmership stood ot 46 loihs, which was 
less then one-fifteen himdreth nnrt of the capital at charge and 
much less than 1 D.C. Of its revenue. In 1936-7, the 
deprecistion fumdé and the reserve fund together amounted to 2.5 
D.C. OF the Capitol at charze And. 18 ».0c. Of the gross receints.e 
It wos 2 very wundesirabloc stete of affoirs that such a lor 
business had to live © bhoand-to-mouth existence, During the war, 
in snite of large contritutions to general revenues, it vas 
possible to build up considerable reserves. The two reserves 
together emointed to 146 orores at the end of the war, which came 
to 18 p.c. Of the capitol at cherre(%), and 65 ner cent of the 
gross enmints. whe mprecedented war-time eonrmings made this 
possible, “né¢ financially the position was comsier then 1t had 
been at my store in the history of the reailvayse. But this was 
no cause for complacency. There were indeod some no 
characterised the depreciation reserve Ac unnecessarily high. (9) 
But considerincez the wear mnd tear of tho overstroined assets 
during the war and how much depreciation was bound up with 
obsolescence, the depreciation reserve could not be considered 
very ler-e. One must acree with the war tronsport member that 
the depreciation fimd, at the sand of the war, was by no means 


excessive, if indeed, adequate to meet the increased cost of 
ERE OD PATON Paneer a Oe Pei PD CTR OO SPONDS OOD AAO ND EO SDE PNET OOO rE DAE ERLE EOE Reparatrice eine 


The capital at charge in 1945-46 was 797 crores. 
) legislative Assembly Debates 2-35-43. DP .665. 
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Teplncements. (10) The r-ilway reserve fund, which smounted to 
only 38 crores wes, in foot, SEIll quite smolle It could, at 
the most, cover only small. fraction of the large-scale 
prosremne of amenitios sn improvements, many of which wero 
likely to be fTineweiloelly unremmersctive. Any appnortiomnent of 
the reilvey sursluses between the stoete and the r-ilvays should be 
such as to ~ive Aue welzht to the needs of, ond provide ample 
scope for, this 1arce public utility concem. 
Heed for a Change in ?ciliecy 

whe solicles to be followed in the rianagoment of railways 
and with rozard to tho revenue interost of the government in their 
enrninss ncod reorientation. Long; before the war, all the main 
lines nad bocome sitate-otmed, scme of them managed directly by the 
strte anna the otners by companies, Durinz the war, the company 
manegements were terminated mand all the main railways came wnier 
the direct management of the states, Compensation to the 
companies was psid out of the stosrling balences acquired. (21) 
Since e share of railwoy profits hes no longer to be paid to 
manacing compsnies, the government ise in a position to secure a 
hicher revenue, but this does not mean that it would bs good 
policy to do sO. In the post-war development, a carefully thought 
out nationel railwoy policy has to play en important role, There 
is necessity not only for increasing the mileagze but also for 


providing ade:uate services in all different seotors to promote 


20 Hailwey budget speech, 1946-47: Vara 14. 
bi Jeo chapter FTI. i 
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arcceleretot socinl mmné economic development, 

It is often held that railways crc essentially commercial 
undertskings ond should be run on Dpurcliyv commercial principles. 
This stcondnoint must be civen due conscicerntion if {1% implies that 
The eamings should on the nverare cover the working expenses, the 
cepreceilation charges on plant cné o ulpment mnd the interest 
wayments to bondholders, Tre Imcheane Committee (1922) was of 
oninion that India could not afford to subsicize her railways mand 
the menssoment should be so conducted as not only to place the 
rnilways on £ self-supporting basis, but also to secure Aan 
adequate return on the Jopitnl expenditure incurred by the states. 
The Committee further considered that 1t should be noscible for 
the rnilways to easrm sufficient revenue to yield an average net 
retum of at lenst 5:3 on the total capital at charge. (12) This 
view was primer: concemed with the commercial aspects without 
making any roefcrence to the larger national considerations, 
Railways, no doubt, are a commercial enterprise, but they elso 
constitute nublie utility service of vitul importance, It is a 
short-si:hted policy Tor the reilway manarenmont to imore the 
brouder nontional stcndnoint 

‘the roilway rates policy in mata has bsen criticised as 
being lorcely Getermined by the foesire to seoure the maximum 
resvenus instend of providing the maximum utilisation of the 
railroad system. (13) ith regard to American railweys, it was 


observed that approximately two-thirds of the total expenditures of 


5 Inchcape Committee Reporte Ope, Cite DPeSl. 
15 ReD. Tiwari: Railways in modern India, Ch, “t¥- 
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a railroad end more thon one-half of the actual operatint, 
exponses were independent of the volume of traffic. (14) If 
these proportions aro nssumed to hold good approximately in the 
case of Indian railuays, it should be possible to provide much 
freater services thon neve hitherto been offered at 2 lower 
proportioneto cost per wnit of service. faxinmum service should 
be the keymots of reiluny policy. 

Mhoe railvey rate structure in India has heen based 
largely con tho princi»nle of ‘value of servicet or tyhat the 
traffic will bear.! (15) The objective van to secure maximum 
er rn ins. “doption of this princinle sorves tho best interest 
of a private producer exercising tho power of discriminating 
mononoly, but does not secure the most cconomic use of a 
country's resources. In fact rovernr:omnt monagemart is called 
for vith a viet to rectifying the banefTul consequences of 
rmononoly,. For securing nronpncr utilisation of economic resources, 
the rnilway rate schedulo should be determined by ‘the cost of 
service!', It is often contended that in view of the large 
overhead costs which cannot be pronerly allocated to the different 
wits of service, it is not feasible to prescribe rates on the 
basis of cost of service. But on the other hand, it should be 
remembered that the application of the ‘value of service 


principle is »racticnsble only on account of the existence of 


ee 


meres emigrate eg reasearch ceretearet eran 

(14) ନuvoted in fyon Chané's *'Some Aspects of Fiscal 
reconstruction in Indiat.e Pel22, 

(15) See Railway momber!’s budget speech, 1939-40 para 17, vmhore 


the principle has been reiterated. 
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monopolistic adventagre,. 

In prioctice, the vale of sorvice principle in Indico was 
modified in e number of cosns by charging exceptional or snecilal 
rotos, Jithin the mexime lInid down with refocrence to vhot the 
trofiie vill beer, menoerinr: authorities hed a good deal of 
discretion to introduce diserimination in the rate structure. It 
was offen comnleined that cocds for exnort en¢ imported articles 
vere iron © df Poroatinl adventesre over locally monufnctured 
Commodities cnrrvied to differont markets in the country. The 
Industrial Somiesion (1918) ond the Fiseal Commission (1922 
urged the romev-1 of his Giscrimination: yet the steps tarkan 
theresrttor (id not renove the cause of comploint. n passenger 
freonenott, the aomforts oe? first mand socond class travellers vere 
Lerpelv subsidised from the esmings of third class traffic. (16) 
Tt is obvious! desirable that theses inconcruities should be 
rectiriod imier state nmonagement . Adontion of-the cost of 
service nrincinle is necessary to remove such inconsistencies. 


Sost should become theo fmdamental criterion for 


coterminine the rate schecule; but the rate policy mey heave to be 


| 


adapted te subserve certain national policies, It may be 
desirecble to offer low rates to internal trade in home~produced 
goods to sssist industrialisaticon. If it is the national policy 
to open up particular regions, or dovelop industries, special 
concession rretes ricy be offered to serve the purpnsée, Special 


concessions in undeveloped and backward areas and for the 

n 

(18) See DeN,. Gadgil =~ in the Indian Journal of Economics: 
January 1946. P,494, 
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transport of nrticles like fertilisers and agricultural implements 
mey be necossery Tor social ond economic development. The 
governments Hag annoumeeG its policy of securing a wide Aaispersion 
of industries in the country. (17) Reilvay rates may have to 
play their nart in bringing about the desired industrial location. 
Thus tho rsotes mony hove to be used a5 nn instrument in giving 
effect to nationel policies. 

The deficits on account of concession rates below cost for 
special nurposes should be mete ood by subsidies from the genoral 
rerenue of the government. If nn policy is adopted to secure 
adeoqgucte earnings as a whole to cover the total cost, certoin 
celaisses of users of railvuny services are subjected to toxration for 
the benefit of certain other o¢lnssose. There can be no 
Justificntion for such a policy. But it may be thet inGiirect 
texation through railway rates 1s the best practlenble tax pollcy 
to roise funds for provicing the subsidy, There is however no 
logical reeso: why the revenue raised by such taxation should be 
just equal tc the subsiGy. It may be more or less, according 
as alternntive sources ere availablo., At any rate, the rate 
schedulo should be determined on the basis of cost,ana additions 
ijn reanocet of certain wnits of services should be considered in the 
sense cf toxation. 


Tho Acworth Committee recommended a Rates Tribunal for 


India with powers to See that the railvays charge reasonable rates 


revere erecta cere ene reat ted reatp aera ana emer creer me temaeear 


(17) Stetement of the industrial policy of the government of } 
India, 21-4-45. / 
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and provide reascnshle facilities, and to adjudicate upon disputes 
in the matter of rates. (12) The Government nf india Appointed a 
Rates Advisor” Jorwittes to which such complaints ns the 
government eonsifored proper, wore referref. The recommendations 
of the Comnittoo wore not binding on the noternment. In a 
number evens, the sovernment decide not to refer the 
complaints to the Jormitfteo, nd in cortuin other instonces, its 
reconmend tions woro not accepted. (190) The Committee, no doubt, 
cid serve some useful »nurpose; but Shoe ottitude of the government 
in settinz up the Committee wes to Tight the complaints of the 
mzblic, ond as sueh, was negative in character. what is necesssery 
is thet no stntutory dates Tribmzl should be set up with power to 
regulate rates in conformity with costs and the objectives of 
notionenl policy, This body should be a rate-fixing authority and 
not neroly no court of npnerl for complaints. ‘This Tribimael 
should review the rotos from time to time in the light of renernl 
development, revise thom when necessary mnd determine what 
concessions shevld he offered in particular cases. Such a 
Tribtnal should form ~n essential institution in the plarmnming 
machinery for nonst—rar cevelopment. Railways should be managed 
essentinll-* in the spirit of public service for the realisation 
of mexitnna ndventage to the community and not as a business 
concern “or the soceuring of maximum monopoly profits. 


In considering the importance of transport on national life 
Oates tmnt nara brag ear rrrAtaeeeererereerrerrreran 


2 Report: para 156. 
19 Tiwari. op. oit. pp. 26C-=261, 
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railiisys have to be considered colons “Ath alternative means of 


c+ 
“4 
La 
4 
n 
53 
3 
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tt, sueh as roads, inland and oconstol vaterways ond airways. 
Phoso ~lternotive roans have not haan so much developed in India ns 
in coecnmomically ndvancead coumtriocs. Jlievertholess from about th 
middle of the twenties, roilwoys hove been facing growing 
competition from motor trafic on rpads.e The competition ras 
mainly in the suburbs of important urba: Areas ond in certain coses 
over lon~ distances. The railways resented this infringement of 
their monopoly, since it ndvoersely affected their revenue, maQ« 
they attempted various methods to meet the competition. (20) The 
gener-1i policy adopted by the railway administration was to 2 “Tord 
better services than road-trsnsport could offer, while, at the same 
time, tnkineg cdventaze of the additional busincoss brought to them 
by motor tronsnort operating as feeders or distributors, The 
railvyaoys ren holy ova omnibus services and shuttle treins, made 
avallahlio chon’ return and season tickets cd adopted various other 
devicsa. {21} Thoir revenue vas seriously affccted by road 
competition. The riedgewood Jomaittoo (23) estimated in 1937 that 
the loss of revenue to railways on ceccount of this competition was 
about 4 crores. 

The rsilways wasted their resources in fighting competition. 
The poliey followed by the provincial governments in regulating 
motor-earriers encouraged morganised and inefficient types of road 


transnort whose competition tended to cripple railways without 


g 


21 Report of the Railway Board, 1939-40. 


22} Indian Railway Inquiry Committee, 1957. Chairman: Sir Half&୮. 
Wedgewood. ” 


Ei Tiwari. op. eit. pp 33-40, ¦ 
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providing trustworthy services on roads. (23) If the Jentral 
Government were to rostrict the development of highways to protect 
railway interosts, that -oulé mean in bhe words of the Jedgevwood 
Committec, “umnprosperous reilwvays And ‘inadeguate rounds”, During 
the war the pronlom of competition did not arisc, because the 
traffie demand uns $09 great to be met by tho var-time capacity of 
both railways ond road heuliers. But after the war the competition 
wes boimG to be keencr than in the pre-wnr daySe 

The difforvent systems of trensnort are efficient and 
economical in cirfferent s»heroes. Thay are complemontary to one 
another in serving the interests of the commmity. It is desirable 
that they should be pronerly coordinated to sccure maximum advantag 
It is often considered that coordination can be effected by strict 
allecation of specific volumes of traffic in specified zones to 
differont forms of trensport. But such an allocation perpetuntes 
monopolistic conditions, makes distribution of transport over long 
periods rigid, shelters inefficient and uneconomical methods and 
deprives the community of the advantages of technical progress. 
The aim of ecoordination should be to so regulate tho rate structure 
as to even out the conditions of competition between the various 
arencies of trnmnsport ané leave the traffic to flow into the 
channels in “hich it can be most economically transported. To 
achieve hic objective, the system of charging should reflect the 
cost involved in providing the service. The fact that railways 


are £ stote enterprise and motor transport is run by private 
(23) ‘7edgewood Report: Para 138. 
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arsncies should not stand in the vey of coordinatione The 

pate struoktore of the road-heaulieors in Indie wae arbitrery end 
unsystonotiec, (24) but it was conerolly besed on cost of service. 
Clash of interests between reil;orvs ond roads arose lergely 
becouse the former sdonted the tyaluc! and the latter the fcost* 
neincinle. The Government was impressocd with the need for 
efroctirve rond-rn1il coordination, cné, toverds the end of the 
wer, considered hov tho nroblem mizht be approached in the 
post—rr vears. (25) But its attitude was all along dominated 
by the desire to preserve monopolistic advantage for tne railways. 
The primery desidocratum for coordination is for tho railtvays to 
ndopt the prinsoiple of cost of scrvice. On the other hand, 
wnresulated mnd snasmodic roed transport such os ezists in India, 
cannot provide efficient service. Ltoreovor, the cost borne by a 
transnert ~noncy is not the total cost which the society bears in 
securing tho sorvicec. For instsnce, the cost of constructing 
and mointnining roads is borne by the zjeneral tax-payer, and if no 
allowance is mode for this, the rood haulier enjoys a subsidy. 
Taxation on rosd conveyance should be etulrvalent to a fair share 
of the costs of hichvay maintenance, It is also neoessary that 
the hsuliors shoulé be made to »nrovide‘ organised and efficient 
gervice mder regulations, fHeedless to soy, close co-operction 
between the provincial governments which regulate road transport, 
nd the central government is essential to secure proper 


nantes erent aera aerate epee aer etna erate ren 


(24) DD. R, Gadgil ~ in the Indian Journal of Economios, 
January 1946¢ 7.490. ¢: 
(25) nailway budget speech, 1945-46. Para 6. 
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oorrelation, But if the central sovernment holds its 
revenue interest in the reilvay earnings to be of primary 
importonce, it will not be feasible to devise effective rail-road 
coordination. 

In srite of the considerations set out auvove, ‘the 
revenue intoreosts of the “overnmont in the railvay earmnings may 
not be ceermletaly sot asic. A contention wos sometimes raised 
on nn question cef nrinciple that since railways paid interest on 
the ennitnl advnnced by the stote, there was no case for 
justifyrins my furthor contribution, ut such a view does not 
full Eéisnose of the issue. It may he argued that for ore than 
four decades ot the carly stage, the rn} i;nvs imoosed a heavy 
burton on the state finances, and when traffic has developed and 
they nre in ¢ prosperous condition, the stnte should obtain 
renanyment of the past contributions. The basic problem involved 
is whether in view of tho revenue needs of the government and the 
availability of alternative tax-sources, it is desirable to levy 
indirect taration through reilvay rates. 

Whether and to vhat extent the Government should obtain 
a contribution from the raeiluays has to be considered from the 
point of view of »ractiocal finance. Govemment reovenues heave 
for long depended on contributions from the railways and this 
cannot be forthuith discontinued without undue repercussions on 
the general tax-peyer. In prescribing the distribution of 
resources between the Contre and the provinces, the Meston 


Committees in 1930 assumed that the Central Government would 
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derive a net mount of not less shan 107 Tos per mnnua from 
the reaihiinys, iit L925-25, the Inchcape Commitiec desirod the 
raillwe7s wo ve so mmagzel as bo secure bout G&G.) crores a year 
to the Ventral revenues. (26) oir Obsto Niiemoyer, as has already 
beet pointcd out, baceR hie scheme of financial distribution on 
he asautsption of ¢ normal contribution (of 6 to 7 crores)e We 
have seon that roilvoy contributions reached very large amounts 
during She were In spite of the doevelopiiaonts of various other 


PY 


ources of revenue, it mizht ho considered necesscry to count 
upon some contribution from the railvays.e But what is 1npnortant 
is that rallwaoy enrmings snould not be treated as a handmaid of th 
central Zinences, ond l:rgor social interests should not be 
adversoly affected hy the revenue interests of the Lovernmment 

Ay rovisod Convention nay have to provide for a cortoin 
contrinutinn by she rollwayS.e The Convention of 1924 prescribsd 
the contribution ot 1; on the copitol at charge. But sinco the 
contribution 18 in essence indirect taxation, there is no reason 
why the amount should be computed with refcreonce to the capital 
at chargé, It may rather be based on the voelune of turnover, 
It mey perhaps ber argued that railways as a ‘cofmerocial 
undertaking should earn a normal profit on the basis of the 
gopitnl invested. The Convention of 1924, though it operated 
with rensoncble success wnder nomial conditions., broke down 
completely in periods both of lean earmings during the depression 
end of ia prosperity during the war. ‘The real drawbacks of:- 
this Comvention were that (a) the contritution to the state 


<onapergenep eam ehend aera rA tae etapa graatp repre aia EARN -2RRE ere apresc 0a Perret rte NE 
(26) Report. P.6l. 
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amounted to 2 kind of debenture charge which weished very 
onerously on railways during bad times and (b) the state could 
not prrticincte liberally in the musually high eamings wder 
Specie conditions when its noes vere immense and pressing. 
Any nev Convention to bo ndonted should romedy these 4tro 
aroavhecrs. 

It is ec ontinl thet the contribution should be definitely 
limited. Cre ner cent on capitol eat charge roy remein a 
reasonable hoecis, It should bo Inid dorm thot only if thore 
hepnens +t he nny surplus cfter payments of interest, should the 
contribu he peid to the general revenucs. The additional 
surplus shonlit bo wtiliseé for improvins; sorvices and for reducing 
freichto mmé Paras, Im eonse there is no surplus in any 
neptbiotler veer or years, the contributions should not be 
ncopnminted ac arrears to upset the railvay finances in 
subSer unt osrs., In times cf finnncial emergencies , the 
Covernment mey impose surcharsves on railway rates for its 
revenue purpose. Adoption nf 2 convention on the above lines 
would reetify the shortcomings of the scheme of allocation 
proseribsd in 1924, five n certoein amomt of revenue to the 
GCovermmoernt and leave the roailweys free to pursue their noliey in 
the national interest. 

Railway contributions to state revenue are indirect 
taration and should be considered as such. As long as other 
sources of texation are not adequate, the contribution may be 


continued, furing the war, sources of taxation have been very 
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greatly developed. It should be soon possible for the 
Government to refroin from imposing indirect taxes through 


railway ratose. 
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(B) Post and Telegraph. 


Originally, postal services were generally operated for 
nrofits. Adam 9mith regarded post-office as a commercial 
project. In course of time, postal rates,were gradually brought 
down and profit-making receded to the background. The concept 
of nublic gervice came to prevail over the desire for obtaining 
revenue for the government. By about 1940, the principle of 
providing service at cost vas adonted almost everywhere, and, at 
present, the post office is generally organised on an invincibly 


(1) 


benevolent service nolicy. It must, however, be realised 
that even when it is accented that the aggregate receipts of 
this undertaking should cover the aggregate cost, it logically 
foljlowe that the depreciation allovances and the interest 
charges should also be completely covered so that the department 
is maintained as a running concer, The policy with regard 
to the provision of postal services has not been the same every- 
where. In the United Kingdom, the surplus of the postal receints 
was a considernble item in the atate budget, and in accordance 
with the recommendations of the Bridgeman Committee, the pnost 
office has, since 1933, been organised so as to contribute a 
fixed gum annually to the treasury. Tne postal rates have 
therefore been so charged ae to make the users of the services 


(3) 


contribute a particular amount to state revenue, 


(1) Buehler: Public Finance, P,284. 
(2) G.F. Shirras: Science of Public Finance, P,720. 


(3) “The treasury depends for a regular contribution to the 
national funds each year, and this sum may be considered 


Contd. enn fnollewinog NAGE ~ » 
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Unlike the British system, the nost and telegraph services 
in India were not operated as a revenuve-produeing department. 
The denartment vas run on a self-supnorting basis and low rates 
were charged. for the different services. There were small 
surnliuses at times and deficits at other periods, as during the 
depression of the thirties; but the department was managed in 
such 2 manner as jvst to nay its WAY. There was, however, a 
certain amount of inconsistency in the accounts, eince the non- 
effective charges like pensions and the rent of buildings were 
debited to certain other departments, Nevertheless, it was all 
along the policy of the government to provide nostal and 
telegraph services on the principle of cost of service, There 
wes thus no element of taxation in the rates Tor augmenting 
nublic revenues. In 1031, the rates on inland postage were 
raised both on letters and. postcards; but this was done with 
& view to covering the deficits in the department during a period 
of lean earnings. The department was, as a rule, managed in 
the spirit of public service. In view of the economic condition 
of the magses, the government adopted the right policy of 
nroviding certain services at as low prices as practicable, 

The commercial accounts of the post and telegraph department 
were maintained separately. The net receipts of the department 
(gross receipts less working expenses) formed a part of the 


revenue of the government, and the interest charges and certain 
renee a gE seater aerate errr tee 


either ae a rent paid for the monopoly conferred on At or as 
taxation paid by the users of the post office," i 
J. Dugdale: The Post Office: in ‘Public Enterprise! 

ed. W.A. Robson, P.305. 
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capital outlay, a part of its exnenditure. Thus the resultant 

surplus, if any, accrued as a net revenue to the government, and 
in the event of a deficit, it was borne by the exchequer. The 

following table, giving the financial results of the department 

since 1925-26, clearly shows whet the government policy was in 


running the department. 


Table 57 


Financial Accounts of the 
Post and Telegraph Department 


(Rs. lakhs) 
Working 
Expenses 
(sncluding Profit (+) 
Interest or 
Payments) Loss (-) 
9,84 37 
10,43 10 
11,099 - 26 
11,57 -54 
11,92 -62 
12,11 -1,33 
11,58 -9A 
10,97 -A2 
11,25 52 
10,82 38 
11 ,AT 
11,54 15 
10,93 57 
11,48 19 
12,59 89 
12,0 1,25 
12,A 3 ,Al 
14,78 A ,52 
16,14 9,03 
i ( 19,13 10,25 
1945-4 33,47 21,11 11,321 
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It is clear from the table that before the war, the 
government did not have any revenue interest in the post and 
telegraph department. For the department as a whole, the 
aggregate costs —- generally speaking, if not year to year - were 
covered by the total receipts. the general policy was neither 
to impose a burden on the general taxpayer nor to bring in 
revenue to the exchequer. The cost nrinciple was not, however, 
applied geeparately to each of the different sections of the 
department, While certain sections contributed considerably 
more than the costs allocable to them, the others were always 
in deficits. This may be seen from the following accounts of 
profite and losses of the constituent eections of the department. 

Table 58 
Profit(4) or Loss(-) of the Different Sections of 


the Post and Telegraph Department 
(Rs. lakhs) 


Year | Post Orfice| Telemranh | Telephone | Radio | 


1934-35 2A 2A -2 
1935-36 22 -33 15 -3 
1936-37 2 ~-30 20 -3 
1937-38 A -3 6 28 = 
1038-39 25 =-38 21 0.4 
1939-40 5A = : 35 0.5 
1940-41 A 38 Ae is 
1941-42 1,42 1,10 88 1 
1942-43 2,93 83 9) =] 
1943-AA 4,93 2,29 2,09 

1944-45 4 ’ 34 3 ;45 2 , 51 -6 
1945-46 4,84 3,58 2,94 =5 
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Before 1939, the post office as well as the telephone 
Services yielded comfortable surpluses, and the small radio 
Section showed slow improvements. But the telegraph branch 
was all along in deficit and had therefore to be subsidised by 
the surplus-producing branches. This was, mainly due to the 
fact that the capital outlay in the telegraph section was 
necessarily large and this involved large interest payments. 
During the stage of expansion and development of this section, 
such a state of affairs was inevitable and it was not expected 
to cover the entire cost from the sectional receipts. In fact, 
the postal service in rural areas was also similarly 
subsidised from the surpluses obtained in the urban sectors. 
Each gection was not self-supporting. The policy adopted was 
to run the entire department on the service principle consistent 
with covering costs as a whole. 

This policy was radically changed during the course of the 
war. In the very first war budget in November, 1940, (4) the 
postal rates were revised upwards and surcharges were imposed 
on ordinary and express telegrams. This was a measure of 
taxation deliberately introduced to secure revenue for the 
government. Tt ig worth observing that thié@ measure was adopted 
long before the budget assumed war-time dimensions and even 
before the rates of income tax ‘and excise duties were enhanced 
for financing the war. This might, indeed, lead to the 


EN OO Cr ee NE OE Ee DE EP Pe A PTO CN 
{/) Finance Act, No.2 of 1940. 


Thies was, in fact, the first measure of war finance, The 
Mareh budget of 1940 was framed under normal anatumntiona, i 
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conclusion that the government was ready to seize the earliest 
opportunity of utilising its monopolistic businese undertaking 
to obtain whatever revenue possible, by giving up the long- 
Standing principle of cost of service. It was, however, 
definitely stated that the inorease An the postal and telegraph 
rates was a purely temporary wartime measure to meet the 
emergency, The following statement of the finance member 
clearly explained the motive underlying the change in policy and 
its implication. 

"It is, of course, the case that in normal times, our 
policy in regard to postage rates has been to produce a state of 
affairs over a sufficient period of time in which thie public 
service results neither in a profit nor in a loss. And it is 
true that the present proposed increase igs, in effect, a proposal 
to use the posts and telegraphs as a vehicle for indirect tax. 
But I think that action of that kind is defensible in certain 
ceircumstances and the nresent emergency is one which justifies 
the levy of an indirect tax of this Shanacte pe 

In spite of this enunciation of policy, it was obvious that 
the government turned readily to taxation through postal and 
telegraph rates before sufficiently tapping the major sources 
of revenue and, as such, the increase in the rates was scarcely 
a commendable policy with regard to a public service. 

The: higher rates introduced in November, 1940, were 


estimated to bring in an additional revenue of only one erore of 
! 


i 


(5) Legislative Assembly Debates? 8-11-1940, P.298. 
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of 


rupees during the remaining five months of the financial year. 

In 1941-42, the profits of the post and telegraph department 
exceeded three crores. During the second phase of the war, 

to meet the ever-increasing need for revenue, taxation became 
heavier and heavier, and the postage and telegraph rates were 
raised higher to contribute as much as practicable to finance 
the war. In 1042-43, the rates for inland letters and 

telegrams were increased and a surcharge was imposed on 

telephone rentals. In the following year, increased rates were 
charged for inland parcels and both the postage on letters and 
telephone surcharges were raised further, In 1°A45-46, the 
parcel rates were again increased and the surcharges on telegrams 
and telephone were raised still higher. In the last year of the 
war, government obtained a revenue of more than 11 crores of 
rupees, which was almost as much as the gross receipts of the 
department in the pre-war days and double the contribution made 
by the railways before the depression. The post and telegraph 
department thus became, during the period of the war, an 
important revenue-producing concern and. a significant agency of 
indirect taxation. 

It may be seen from the table given above that, except for 
the radio section, all the three other branches contributed 
large revenues to the treasury. Although the receipts in the 
radio branch expanded considerably, the expenditure went up 
even higher on account of the extensions for defence purposes. ° 
While the postal section continued, as before, to yield the 


largest revenue, the other two sections did not lag much behifid. 
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Telegraph had all along been n. deficit section, but, during the 
war, it surpasced the telephone branch in producing revenue, 
Thanks to the heavy surcharges, instead of needing any subsidy 
from the other sections, telegraph contributed substantial 
amounts to the general revenue. This was, an important 
development with a distinct lesson for future policy. Telegraph 
service is utilised mainly by thé well-to-do claoasces and it is 
hardly fair to continue subsidising it by the receipts realised 
from the users of postal services. When normal conditions are 
restored, the rates for telegrams should be maintained at a 
level to pay their way, so that the postal section will be able 
to extend its services and lower the charges. 

The circumstancee justifying the increase in the parcel 
rates were different. The rates were put up not with the 
purpoge of augmenting revenue. The government wanted to 
restrict the service of carrying postal parcele, the traffie in 
which continued to increase at a rate with which it vwas 


difficult to aoe. (୧? 


This restrictive policy vag a 
definitely retrograde measure. There was a demand that the 
post onffice should accept parcels of higher weight for trans- 
migeion. In the absence of any alternative means of transport 
for small consignments, the people had to depend on postal 
services. A measure to restrict the limited service available 
eould not in the circumstances be a proper line of action. 
Whatever might have been the case for this war-time measure, 
emeenennremnernoeaenennmreae mtn marie reece manana ender cee 


(6) Budget Speech, 1945-46; Para.49. 
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such a policy will be detrimental to the interests of the people, 
if it is continued under normal conditions. 

It must be noted that while there was an all-round raising 
of the charges, the post-card rate remained unchanged during the 
entire period of the war. This was distinét evidence of the 
desire not to make postal communication dearer for the masses. 
The principle, which was thus Barly recognised during the war, 
should receive adequate consideration in the future policy of 
the department in expanding the services and fixing the rates. 
The services utilised largely by the poorer sections of the 
community should be made sufficiently cheap and easily available, 
while charges for the rest should be so maintained as to make 
good the deficit in this respect. 

After all thie war-time experience, the question arises 
whether the post and telegraph services should, under normal 
conditions, be organised as an important revenue producing 
department. Certain measures of taxation adopted as temporary 
devices £0 meet a major emergency might prove so alluring and 
convenient as to occupy a place in the normal structure, may be, 
in a modified form. Professor K.T. Shah, even in 1927, 
viecvalised the great possibilities of aeveloping the poet and 
telegraph as a revenue department, without increasing the 


(7) 


charges. This was considered possible by improvement in 
services and adoption of up-to-date methods, Indirect taxation 
through raising of postal rates for meeting grave national 


emergencies is a different matter, But in normal times, the 


(7) K.T. Shaht Sixty Years of Indian Finance, 2nd Ed,, P.183, 
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question of profits from a public service like post and 
telegraph may, if at all, be coneidered only after adequate 
expansion and development have been effected and the different 
services, brought within easy reach of all the sections of the 
community. Such a state of affairs in Intia is still far off, 
The principle of cost of service is applicable where it is not 
necessary eilther to foster or {0 HRSCoUrase consumption and 
where the user can readily be made to pay the entire cost, (0° 
In India, where it is still necessary to expand the post and 
telegraph services and foster their consumption to a very large 
extent, it le obviously undesirable that the state should have 
a profit interest in providing the services. 

The postal facilities in India are still very limited. 
In 1%4/A, there were A,413 post offices in the 2,703 cities and 
towns and 21,428 offices for as many as 655,892 villages. One 
post office served on the average 60 square miles and 15,000 
people, For the rural areas, the number of persons served by 
one post office was in fact larger, Some of the rural post 
offices did not have all the postal facilities. This clearly 
shows that, for a large section of the community, there was no 
adequate provision of postal services. The rates were too high 
to permit the common people to make any frequent use of the 
services available. In 1943-44, the number of unregistered 
letters and post-cards transmitted by the post office wag 


CO OOO OOOO OO OO OO OOOO ODIO OO OOOO OOOO OO OOO OOOO OO OOO OOOO AO OOOO OOOO OOOO OO OOOO OOOO OOO OOO 
(8) J.P. Jensent Problems of Public Finance, P.143. / 


Digitized by PPRACHIN, SOA 


62 = 


1,176 millions. (°?! Of this, one-sixth may be taken to have 


been on government account, (10? 


Pusiness and. private corres- 
pondence An this respect amounted therefore to 980 millions. 
With all the war-time expansion in business and increased 
recruitment to fighting services and other’ employments, the 
number of letters and post-cards carried by the post office came 
to only 20 a year on the average for every literate person. 
Parcel traffic was exceedingly meagre, being only 16.6 millions 
for such a large country with 389 miljions of people. This 
account brings out clearly that even the common services of the 
post office were expensive in relation to the means of the 
average person, It is evident that there is immense leeway to 
make up for bringing the postal facilities within easy reach of 
all the sections of the community. The charges for the other 
postal services like registration and money order were too high 
for the common people. Facilities for telephone and telegrams 
were exceedingly limited and available only to a few. It is 
thus clear that not only should the different services be 
considerably expanded, but the charges should be in consonance 
with the general economic circumstances of the people. 

In view of the situation described above, it would not be 


proper for the government to consider the post and telegraph 


TOT OO OO OOD OOOO OOOO OOOO OOOO COO OOOO OOO OOOO OOOO OTE 
(9) 1943-4/ is the latest year for which figures are available, 


(10) Orainary stamps and service stamps issued by the post officg¢ 
were valued at 1287 and 230 lakhs of rupees respectively. # 
Hence government correspondence was approximately one 
eixth of the total. 
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department as a revenue-producing concern. It would not be in 
the national interest to introduce an element of taxation into 
the services, until they are adequately provided and are within 
easy reach of the different classes. While securing a rapid 
expansion of postal and telegraph facilities, the government 
should revert to the pre-war policy and adopt the cost 


prineiple in running the departmént as a whole. 
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(C) Currency and Mint. 


Before the war, the Government of India derived a 
certain amount of »rofits under the head ‘ourrency and mintt. 
In the ueual course of things, the amount was exoeedingly ‘small, 
and although the item was shown as a gcenarate head of revenue in 
the financial statements, the nroceeds were of no revenue 
significance, During the neriod .of the ‘war, nertioularly at’ 
the later stage, there was an extraordinary change in this state 
of affairs, and, as the following figures will show, ‘currency 
and mint’ became .& source of revenue of considerable importance. 
The revenue acecuring under this head was composed of three 
distinct elemente, and these are shown separately in the follow- 


ing table:e- 
Table 59 


Revenue under Currency and Mint 


(Re. lakhs) 


Profits from the 
iseuvue of 
bronze and 


1938-39 


1930-40 
1940-A1 
1941-42 
1942-43: 
1943-44 
1944-45 
1945-46 
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In 1938-39, the total revenue from currency and mint 
was only 58 lakhs. During the first two years of the war 
period, there was a slow increase, but in the fourth year, the 
realisations exceeded five crores. The increase proceeded at 
a rapid pace thereafter and in the last year of the period, the 
total proceeds reached a figure as high as’ 17 crores. The 
revenue from currency and mint, which used to be insignificant 
before the war, thus assumed a oo of considerable importance 
in the later years of the war period. 

In this large expansion of the revenues under this head, 
surplus profits of the Reserve Bank played by far the most 
important part. Profits from the issue of bronze and nickel 
coins increased from 16 lakhs to 119 and receipts from ' other 
items' from 23 to 86. But the surplus profits of the Reserve 
Bank accruing to the government increased from a sum of only 
18 lakhs in 1938-39 to as much as 15 crores in the last year of 
the war. 

The Central Bank of a country does not exist to make 
maximum profits for its owners. It is the institution which is 
entrusted with the regulation of monetary policy in the best 
interests of the community and is endowed with special privi- 
leges by the state. Profi t-making is wholly a gubsidiary con- 
sideration for this Bank and it is undesirable that its directors 
should be given a direct pecuniary interest in the making of 
profits. Private ownership of a central bank is not of such a 
character as to leave unlimited disposal of the profits among 


the shareholders, 
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The Reserve Bank of India Act of 1934 provided for the 
limitation of dividends payable to the shareholders of the Bank. 
In pursuance of this provision( 1, The Governor-General-in=- 
Council fixed the dividend at a cumulative rate of 3‡ per cent. 
per annum. The surplus profits remaining after the payment of 
dividend at this prescribed rate accrved tao the Government of 
India. During the four years of the working of the Bank before 
the war, surplus profits did not exceed 18 lakhs in any year. 
But there was a remarkable change in the situation during ‘the 
war. The Reserve Bank acquired enormous amounts of sterling, 
invested them in the United Kingdom and made very large profits. 
The British Government financed its war expenditure in India by 
means of credits in sterling to the Reserve Bank's account in 
London, and further amounts of sterling were acquired by the 
Bank on account of India's large export surpluses during the 
period. 2) Against these sterling acquisitions, the Bank 
isgued currency notes in India to effect the necessary payments. 
The amounts of sterling thus accumulated in the Bank and held 
in London was invested mainly in. British Treasury Bills, and the 
earnings therefrom went to swell the profits of the Bank, 

The following table shows the enormous increase in the 
sterling assets of the Bank ~ in the Banking as well as ‘the 


Isgue department —- during the war period. 


1) Sec. U7 « 
5 The process of the acquisition of sterling and the con- 
sequences of the large accumulations in the Bank are dig~- 


cussed in Chapter XII. 
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Table 60. 


Sterling Assets of the Reserve Bank. 
(Rs. crores) 


Average of In the In the Total 
Friday Issue Banking 

Figures. De pt . Dept. 

1938-39 67 hl 71 
1939-140 79 12 1 
1940=41. 1,30 29 1,69 
1941-42 1,65 46 2,11 
192-143 3,19 ¢ 75 3,9 
19L3-LL 6, 1,12 1955 
19-45 8,64 2.77 lil, 
1945-46 10,61 4, 88 15 ,49 


(source; Report on Currency and Finance 1946-47. 
ReB.e Of India.) 
(Note: The amounts given under the Banking De pentmen ¢ 
were shown under ‘balances held abroad Most 
of these balances consisted of sterling ° assets) 

The total sterling assets of the Reserve Bank in the 
immediate pre-war year amounted to only 71 crores of rupees. 
There was continuous increase from the beginning of the war and 
in the later years, the expansion proceeded at a rapid pace. 

In 1945-46, the volume of the sterling assets assumed the 
enormous size of 15149 crores. With thegse rapidly increasing 
assets, the interest earned on them went on increasing and the 
Bank therefore obtained very large profits. 

On certain occarvions during the war, it became necessary 
for the Government of India to seek some accommodation for its 


(3) 


loans in the Reserve Bank. In consequence, there was some 


increase in the Bank's holding of rupee securities. But this 


increage was not of any considerable slgnificance in comparison 
DOO OOO OOO DD CON OOOO OOOO OOOO OOO OOOO OOOO OOOO OOO OOO OOOO OOO OOOO OOOO OOOO DOOD 
(3) The problem is digscuesed in Chapter XIV, under ‘Source 

and distribution of loans’ « £? 
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with the expansion of the sterling assets The importance 

of the rupee securities held by the Bank from the point of view 
of its profits cannot be properly judged with reference only to 
their size. While the rate of earnings on the sterling secur- 
ities, which were short-term investments on British treasury bills 
was about 1 per cent., the rate of interest, on rupee securities 


(5) 


wags at least 3 per cent. AS such, the small increase in the 
rupee securities held by the Bank made a substantial addition to 
its profits.‘ 0) 
Although the dividend payable to the shareholders of the 
Bank was fixed at a cumulative rate of 3‡ per cent., there was 
a provision in the Act for edditional dividend in the event of 
the surplus profits exceeding four crores of rupees. 7) This 
provision, for all practical purposes, limited the interest of 
the shareholders. Surpluses in the pre-war years did not 
exceed 18 lakhs in any year and the four crore limit was so high 
that the possibility of ‘the shareholders' getting any additional 
dividends was excoedingly remote. £ven in 1942-43, the gurplus 
profits had been below 4 crores, but in the subsequent years, 
they reached enormous levels. According to the said provision, 
considerable amounts would therefore have been distributed during 
OOOO OOOO OOOO OOO OOO DOO OO OOOO OO OO OOOO OOOO DOD DO ODO, - JOO OOOO OO OOOO OOOO OOOO OOo 
(4) Rupee securities held by the Bank were increased from 32 
crores in 1938-39 to 139 crores in 1942=43 and then there 
was a gradual reduction to 58 crores in the last two years 
of the war period. See Chapter XIV. 
5) see Chapter XIV, under ‘Short and long-term loans'. 
6) Annual report of the Reserve Bank of India, 1941, P.6 and 
Budget speech, 1941-2 Para. 26. 
(7) 4th Schedule to the Reserve Bank Act, 1934: If the gurplus 


exceeded 4 crores, the additional dividend was to be as 
follows; - 


3 Out of the excess of 1} crores, a fraction equal to 1/P4th 
2) Out of each guccessive excess up to ly crores, ‡ of 
fraction payable out, of the next previous € 
w crores of rupees. 
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these years as dividends over and above the 3 per cent. Such 
large surpluses were not contemplated when the Act was formu- 
lated. These gurpluses arose out of special circumstances, and 
at a time of national emergency it was not desirable to allow a 
large part of it to be distributed as dividends among the share- 
holders. Accordingly an ordinance was promulgated in 1943, 
prescribing that the aggregate of the rates at which payment of 
the cumulative dividend and the additional dividend to share- 
holders was not, so long as ‘the Ordinance remained in force, to 
exceed 4 per cent. on the share capital," The balance the re- 
after accrued to the exchequer, providing a substantial amount 
of revenue. 

The next item under ‘Currency and Mint!’ is the profit 
from the circulation of bronze and nickel coins.e Since the 
beginning of hostilities, there was a large increase in the iesue 
of small coimns. But in view of the expansion of trade and 
increased movement of commodities, such increase in the issue of 
coins was not unreasonable at the early stage “of the war.‘ 2) - 
After the entry of Japan into the war, there was an enormous 
hoarding of small coins. Deterioration in the war situation 
created panic and demand for coins rose to unprecedented levels. 
Government adopted the right policy of continuously pumping out 
increasing amounts into circulatione The following table shows 


the extent of absorption of emall coins during the war. 


(8) Ordinance NoeXX of 1943 (30=6=-1943) 
(9) Speech of the Governor of the Reserve Bank in the annual 
general meeting 1940. Amnual Report, Pe.3h4. 
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Table 61. 


Absorption of Small Coins. 
(in lakhs of rupees) 


Year Amount 
1914-15 ) 
0 : Fe 102 
1918-19 
Five 
Annual 
pre-war 55 
years Ave ra ge 
1939-40 221 
1940-41 428 
1941-42 506 
1943-44 1,846 
194-15 1,920 
1945-46 998 


(Source: Reports on Currency and Finance: 
ReBe of India) 


The amount of small coins put into circulation in 1942- 
43 was more than double the total absorption during the entire 
period of 191-15 to 1918-19 and nearly equal to the total of 
the firgt three years of the war perlod under consideration. 

The two existing mints working to maximum capacity poured out 
unprecedented quantities of small coins, but were unable to meet 
the requirements, and a third one had to be establishede This 
enormous isgue of bronze and nickel coins necessarily brought in 
large profits to government. 

In 191-42, Government decided that instead of taking 
the entire amount of thege profits to revenue, an amount of only 
45 lakhs should be taken and the balance credited to a guspense 
account, which would be available to even out the receipts over 


a series of years.( 10) In years when there was a large demand 


(10) Budget speech, 1941-42: Parae26. 
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for amall coins, profits were high, but in others when there was 
a net return, Government had to bear a losse It was naturally 
expected that there would be a returning flood of small coins 


from circulation in the post-war years. (12) 


The above procedure 
was accordingly devised to keep the revenue receipts from the 
profits of issuing small coins stable over 8 number of years and 
eliminate from the revenue budget the disturbing effects of a 
large return of such coins in any year. 

In 192-43, the unprecedented demand for mall coins led 
to a large expansion in the minting programme involving consider 
able increase in expenditure . The profits also became much 
larger than in the preceding year. In the circumstances, the 
scheme for taking a gross amount of only 45 lakhs of rupees to 
revenue was revised, and it was decided that the amount to be 
taken to general revenue should be a net sum of 445 lakhs over and 


(12) mnus the figures shown 


above the actual mint expenditure. 
under ‘profits from the issue of small coins! after 1941-42 were 
not the actual profits made, which were much larger, but the 
amounts credited to government revenue under the above arrangement. 
The balances were maintained in a suspense account to be utilised 
for securing to general revenue a stable amount of 45 lakhs a 


year over the mint expenditure, for a series of years. 


(11) speech of the Governor of the Reserve Bank in the annual 
general meeting, 1943. Annual Report, Peli. 

“I sometimes wonder if, when reason reasserts itself 
and small coin begins to return from circulation, our 
administrative machinery will be able to cope with the 
returning flood." 


(12) Budget speech, 1943-44: Para. 8. 
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The amounts shown against ‘other items!’ arose mainly out 
of the receipts from the supplies of note forms by the currency 


(23) The Bank issued paper 


note press to the Reserve Bank. 
currency, but 1+t had no printing press of its own. Its notes 
were printed in the security printing press of the Government of 
Indie. The Government charged a price for .supplying the notes. 
Owing to the large increase in the issue of notes by the Bank 
during the war, 1” large supplies’ of notes were made by the 
currency note press and Government secured increased revenues. 
Thus during the war years, increased receipts were gecured 
under all the three gubheads, but the receipts from the issue of 
small coins or the supply of note forms were of meagre signifi- 
cance in comparigon with the large amounts of the surplus profits 
of the Regerve Banke ‘Currency and Mint’ had been an insignifi- 
cant head of revenue before the war, but in 1945-46, it accounted 
for an amount of 17 crores and thus assumed the position of an 
important source of revenue. The expansion of the receipts under 
this head was a purely incidental war-time development. Revenue 
considerations of the Government had nothing to do in determining 
the policy of the Reserve Bank. The issue of small coins and 
the printing of notes were not undertaken for securing revenue. 
Receipts under currency and mint' wilt remain outside the purview 
of pure revenue policy; but that does not mean that the receipts 
will be unimportant. Receipts under ‘other items‘ will drop down 
to the pre-war level with the return of normal conditions. The 


ଓ Explanatory memoranda to general budgets. 
14) Explained in Chapter XII. 
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coins will provide a stable, though emall, income for some years 
to come. The expanded investments of the Reserve Bank will 


yield large profits in the post-war years and the Government will 


secure substantial revenue . 
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CHAPTER KX, 
PROVINCIAL RN UE 
Scope of the Chapter. 


The expansion in the revenues of the provinces was an 
outstanding financial devolopment of the war perlod, The 
remarkable increase in the total government revenue in India 
cen be judged by considering the increase in the provincial 
along with the ecoentral revenue during these years. jihile the 
revenue of the Goveriment of India was more than trebled, that 
of the provinciel governments rose by no less than 160 per cent. 
The Govemmsnt of India had to pitch the rates of taxation hizh 
in order fo finance its heavy war expenditure. But what was 
the ceuse of the large expansion in the provinces? That is a 
question to which an answer is attempted in this Chapter. 

Tt is intended to show the major developments brought 
about durinc the war in the important sources of provincial 
Tevonue, explain their causes and 2essess the sienificent 
modifications introduced by auch devolopments in the revenue 
system. This necessarily leads to an examination of how far 
any of these developments should be retained as part of the 
normal post-war struoture and what lines of policy should be 
adopted consistent with the experience of this period. Force 
of circumstances brought into being important chenges, and it 
is necessary to find out where a desirable opening was made f/T 


further extension and where a rectification is called for. “ 
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Under the financisl distribution established between 
the Centre und the provinces in 19537, certivin sources of 
revenue (e.g. income tax and jute export duties) were to be 
administered by the Central Government «nd a part of the 
proceeds assigned to the provinces. Thes&é have already been 
discussed in previous chapters. The major portion of the 
revenue of the provinces, however; was obtained from the sources, 
which were under their exclusive administration and an examin= 
ation of the important ones thereunder will form the subject 
matter of this chapter. The Act of 193535 empowered ‘the 
provincial governments to levy a number of new oe On 
the eve of the war, certain provinces introduced some of them, 
but the proceeds from them were then far from being of much 
significance. It is difficult to say what shape they would 
have taken in the normal course of events. But during the 
war, they were very much developed, and &t the end of the 
period, contributed substantial amounts to the peovincial 
exchequers. In the light of such results, it is necessary 
to examine what position of relative importance these taxes 
should accupy in the normal revenue structure of the provinces. 


Accordingly the chapter will be concerned with the 


examination of the following items of provincial revenue; - 


(1) See Chapter II. 
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(a) land revenue, 

(b) provincial excise, 

(c) forests, 

stamp and registration 

e “other taxes and duties", 


and 

This will be followed by a general appraisal of the 
provincial revenue position in the Indian scheme of federal 
finance. The complete separation of resources between the 
centre and the provinces introduéed under the Montford reforms 
proved unsatisfactory. The financial distribution effected in 
1937 under the Niemeyer Award aimed at rectifying the drawbacks 
of the previous system. It has to be considered how far this 
distributjon, as it operated during the war, was able to solve 
the problem of provincial finance in India. Will it be feasible 
to continuve this distribution in future? If not, what modifica- 
tions should be effected to rake the system conform to the 


needs of harmonious developtient? 
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(A) Land Revenue 


Before the war, customs ond land revenue were the two 
sheet-anchors of public finance in India. Lend revenue was 
by far the most important source of income for the provincial 
governmentse But, even so, it remained a highly inelastic 
source of revenue, even over quite long periods. In Bengal, 
Biher and parts of the United provinces, Madras and Orissa, 
land revenue demands were permanently determined and assurance 
was given against any enhancement. There wag, as such, no 
possibility of increasing the revenue from the permanently 
settled lands as long as the pledge given to the landholders 
was maintained intact. Elsewhere, although land was sub jected 
to periodic reassessment, the periods of revision varied from 
20 to 40 years in different provinces. The extent of enhancement 
at such settlemenls, was, in some provinces, limited by statutes 
or executive rules. Thus there was little expansion in the 
proceeds from land revenue during the currency of a settlement, 
and ,even over long periods, the possibility of increase was very 
limited. Such being the character of land revenue, it did not 
afford any help to the exchequer in times of stresse 

There was no revision settlement in any province during 
the war and, as such, no increase would be expected in the yield 
from land-revenue during this period. But as the following 
table will show, there was a certein amount of increase on 


account of the circumstances arising out of the war condition e 
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Table 62 


Land Revenue of nll Pvrovincial Governments. 


Amount Percentage of total 

Year (Rs .lakhs) Provincial revenue 
1938-59 25 95 31 
1939-40 27 ,04 20" 
1940-41 27 , 50 28 
1941-42 27,55 26 
1942-43 29 „09 25 
1943-44 30 514 18 
19L4-45 31925 15 
19L5-46 30 , 3h 4 


The table clearly brings out that during the later years 
of the war, there was a definite improvement in the yield from 
land revenue. The year 1936-39 was rather a lean year to serve as 
the basis for comparisons. The average amnual yield during the 
five immediate pre-war years was 26,60 lakhs of rupees, and com- 
pared with that, 1945-46 showed an improvement of 14 per cent. 
in the total collectionse This was a noticeable improvement 
in what was a static source of revenue. The dmprovement was not 
of course, uniformly distributed among all the provinces.(1) 


oe ର Table 63. 
(1) Land revenue: - 


Rs lakhs Extent of 
Province Pre-var 195-46 increase % 
average a 

Madras 4592 5.23 6 
Daher 3,40 3,83 13 
Bengal 3 sil 3,87 12 
U oP ° 5 »78 6 »76 17 
Punjab 2,83 3.33 18 
Bihar 1,35 1 ,40 kh 
CoP os 2,32 2,67 15 
Assam nh 21 1,74 uh 
NeWePe 18 23 28 
Orissa 48 5k 12 
Sind 3 74 117 


cont'd gver 
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It was outstanding in Sind, where the revenue from this 
source was more than doubled during this period. This was a 
development of major significance in the Sind finances. The 
improvement in the proceeds of land revenue was considerable 
also in the case of Assam; but sofar as the other provinces 
were concerned the increase vas not of noticeable importance . 
Every province, no doubt secured s ome increase, but excepting 
only a few provinces, the jmproved realisations from land 
revenue could not be said to be of much significance in the 
provincial finances. 

It may be observed from Table 62 given above thet in spite 
of the improvement, the receipts from land revenue formed a 
progressively diminishing proportion of the aggregate provincial 
revenue. This was due to the rapid increase in the proceeds of 
certain other sources during the war. This decline in the 
importance of land revenue was of significance, as will be 
explained below, in opening the way for a desirable change of 
policy. 

It may now be enquired how the increase in the proceeds 
from land revenue was brought about and why the improvement was 
different from one province to anothere 


Consequent upon the food shortage in the country after 


(1) cont'd. 

In April 1936, the two new provinces of Orissa and 
Sind were formed. This involved change in the boundaries of 
certain provinces. The pre-war average has been computed by 
taking figures for 1936-7, 1937-8, 1938-9. 
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1942 and the high prices of food materials, there was an 
incentive for growing more food crops. The Government of India 
and the provincial governments organised intensive 'grow-more- 
food!’ campaigns. The necessary facilities were offered for 
breaking new lands with ea view to augmenting the food supply. 
But the actual result of the campaign in most of the provinces 
was only the substitution of food for non-food crops in the 
lands elready under cultivation. AGCOrd Ing Ty this did not have 
any effect on the land revenue position. The state of affairs 
was very different in Sind and to a considerable extent, in 
Assam. In consequence of the development of irrigation works, 
plenty of new land was available for use in Sind and the !grow- 
more-food!’ drive brought about an extension of cultivation to 
these new lands. Large areas were leased out and high prices 
offered by the lessees on account of the rise in the prices 

of agricultural commodities. In Assam, there were uncultivated 
areas which would not pay their utilisation for cultivation 
under normal conditions. At any rate, private enterprise was 
not forthcoming to bear the initial expense of breaking the 

new Soil. But high prices of agricultural produce and the 
initial government assistance led to an expansion in settlement 
in the later years of the war period. £) This expansion of 
cultivation was mainly responsible for the large increase in 


rrsnengemr ester erage teeta apatee taste gr erate aaeatoerana erate retreat ee re ate aerate pate meee gee 


(2) Memoranda to Assam Budget 1945-46 P«l3. 
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land-revenuve in Sind and appreciable improvement in Assame 

In the Punjab also certain new areas were brought under 
cultivation and increased rents were obtained from the government 
lands leased out, because of the rise in prices, which led to 


(3) 
higher bids at auctions. Receipts from land revenue in this 


province were considerably augmented, but the extent of increase 
registered under this hesd was not very large on account of the 
particular accounting method adopted. The total receipts of 
land revenue realised from the canal-irrigated lends were not 
shown under this head. ZA fixed amount, which would have been 
received in land revenue, grazing dues, etc., had the lands 

not received canal irrigation, was shown under lnond revenue 
while the balance vias credited to irrigation receipts. In 
other provinces, the new area added to cultivation was insignifi- 
cent and the improvement in the revenue reelised on that account 
was therefore meagre . 

From the very beginning of the war, there was a rise in 
prices, but agriculture and industries were unevenly affected. 
During the first phase of the war, foodstuffs and other 
agricultural products were relatively depressed, while prices 
of industrial goods showed considerable increase. The first 
price control measures therefore deliberately excluded 


agricultural goods from their scope. The rise in the prices 


so magenta wget — pear es rPPEP rE e eter trra OD OO OO 


3) Budget memorandum, Punjab 1945-46 P.26 and 28. 
4) Memorandum to the Punjab budget 1945-6. Pe4i7. 
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of agricultural Commodities continued to lag behind the 
upward movement in the prices of manufactured articles till 
March, 1943, in spite of the spurt in agricultural prices in 
19L2=-=43. From the later part of 1943, agricultural prices shot 
up much faster and surpassed the rise in the prices of 
manufactured comnodities.e It became therefore possible for 
the agriculturlist to obtain his requirements of manufnctured 
articles in echange for a progressively smaller portion of his 
produce. His improved economic position made it easier for 
him to bear the land revenue demands. Further, with the increase 
in the prices of his produce, he was in a position to discharge 
his revenue obligation by disposing of only a small part of his 
total produce. In consequence, in the later years of the war, 
land~revenue realisations came in with unfailing regularity. © 
Lven the past arrears were collected on account of the favourable 
conditions. It vas this war-time price Evel which was responsible 
for the general improvement in the collections in all the 
provinces. 

There was a further favourable factor to be taken into 
account. It is true that there were, at times, natural calamities 
like flood and famine, which seriously affected agricultural 


production in the areas concerned. But excepting ‘the 


winter cyclones of 1942-43 in Bengal and certain other parts 


5) See Chapter X11l,The problem is discussed in that Chapter, 
6) The explanatory memoranda to all the provincial budgets 
mentioned this as the cause for improved realisations. 


( 
( 


Digitized by PPRACHIN, SOA 


= 303 = 

of the Eastern Coast, natural calamities were less severe and 
confined to small arease During the last two years of the war 
period, ali the provinces were generally free from any such 
recurrence and, as uch, remissions of land-revenue and 
Suspensions in collections were exceedingly small. To that 
extent, therefore, the yield from Sante re venue was higher than 
it had been in the preceedinz yearse 

This improvement in the receipts from land-revenue was 
only an incidental matter, which arose out of the circumstances 
operating during the war period. It did not involve any change 
in the policy, method or procedure in the matter of assessmemt . 
This development by itself, was absolutely neutral in either 
solving any problem, creating “ny complications or opening the 
way for any reformse The land revenue system in India wes full 
of eanomslies end contradictions and consequently ihe subject 
of a good deal of eriticisme It is difficult to make any 
generslisations about the system, because it was different 
from province to province end even in different parts of the 
same province. The unfortunate part of the issue was that it 
was bound up with political controversies which rendered any 
logical or scientific approach difficult, The problem of land 
revenue was with regard not only to the mode of taxation but 
also the form of tenure and the two were interconnected. Any 
reform has thorefore to be of a fundamental character affecting 
the social end the political foundationse Vas there any attempt 

7 


during the war period to solve the problems? Did the war-time 
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developments prepare any ground for rectifying the short~- 
comings of the system or mske it easier for introducing any 
reforms? 

A notable anomaly of the system in India was the serious 
disparity between the permanontly settled and temporarily settled 
arcas.e At the end of the 16th century and the beginning of the 
19the, the land revenue demands viere fixed for sll times with 
the Zermindars in certain parts of the country. Leck of sufficient 
knowledge about the indigenous system, preoccupation in warfare, 
need for a stable income and the desire for ohtaining the 
political support of an important class prompted the East India 
Company to effect such a permanent settlement. Originally the 
assessment was heavy, but while the revenue demand was fixed 
in terms of money, the rents obtained by the Zemindars went on 
progressively increasing on account of rise in prices, extension 
of cultivation, growth of towns, development of trade and 
cultivation of commercial cropse The State revenue was not 
benefited by these improvements and large unearned ‘incomes 
accrued to the Zemindars. The annual loss to the Government of 
Bengel resulting from this fixity of demand was estimated to be 
between 2 and 8 crores of rupees. ® Similarly, in Madras, the 
Zemindari areas, which constituted one-fourth of the total area 
of the province, contributed only 6 pec. of the total land 


revenue, Thus the Zemindars were left in the enjoyment of a 


renner etree pree ter rte eRe APOE 


(7) It was 10/1l1th of the net rentals in Bengal and 2/3rds in 
Madras. : 

(8) Report of the Land-revenue Commission, Bengal(19140) 
{Floud Commission) Para 73 

(9) P.J.Thomas .Federal finance in India. Pe.445 
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special privilege, and land revenue was stereotyped at a 

figure far below the fair share which the state ought to have 
received from the produce of the lande The absolute inelasticity 
of land revenue in the permanently settled arcas vas largely 
responsible for inter-provincial inecuvality,. 

It was not the loss of revenue to the State that was the 
only consideration against this permanent settlement with the 
Zemindars. The system was PesGonetE Te for a good deal of 
unhappy social and economic consequences. The promise of 
permanency and the large margin between the rent from land and 
the fixed revenue encouraged subinfeudation and brought into 
existence a body of rent-receivers vastly outnumbering the 
original ee connection between the Zemindars and 
the tenants was thus severed and the former did not fulfil any 
functions to provide economic justification for their existence. 
Tne tenure holders immediately above the cultivators had neither 
the incentive nor the capital to effect any agricultural 
improvement. ‘The system thus brought into being a situation in 
which the welfare of agriculture was neglected afi a large 
proportion of the incomes from land was appropriated by unsympath=- 


etic middlemen, who treated the land simply as a commercial 


investment for receiving rents 


(10) In certain districts of Bengal, there were 15 to 20 grades 
of tenureholders .=~Floud Com.Report:-para 78. 
‘There was an increase of 60% in the nulhber of rent receivers 
between 1921-31. para 64. 
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Even the general industrial development war adversely 
affected by the existence of this systome Mineral résources 
which were not taken into account when the pcurmanent settlement 
was effected, came to be developed solely for the benefit of 
of the individual owners without any coordinated plan for their 
utilisation. The security in the realisation of rent without 
involving ony risk or trouble, end the social status associated 
with -the possession of estates nttrocted a lerge volume of 
capital for their acquisition, which would ctherwise have been 
invested in.industrial development. 

The parasitic cless of rent-feceivers not only lived 
comfortably on the product of the oultivators, but very of ten 
abused their superior economic power and position. ‘They were 
entitled to the rent from lond.e The permanent settlement 
regulotions and tenancy I6gislaotions prohibited abwabs end other 
illegal: exactions.e But in spite of the prohibition, theew 
illegal colléctions stilt continued . 

Brom thewadminds trative point of view, there were perious 
disadvélitages as well. Permanent settlememt became Gynonynious 
with a pole of: non-interference In Zemindar eftated sud » in 
consequence, goverhment officers were mueh less in touch with 
the tenentry then in the provisces where “the system was ryot¥W¥aril. 

Whatever might héve been the justification for permahent 
settlement in 1793, it was not at all suited to present day 
conaiti on ena wae definitcly agoingt national interest. The 
shortcomings had long been reslised, but the issue was not face? 
on the ground of sanctity of the invoileble contract .“There is 
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no reason", it was rightly péinte@ out, “why a representative 
governnient should continue to honour a bergain(l.e. the 
Permsnent settlement) made at the end of the 18th Gentury 
between the Bengal (end some Hadras) Zemindsurs end the East 
India Company e" i nd yet the Instruments of Instructions 
issued to the provincinl Governors under the Act of 1935 
enjoined on them to reserve for the signifiéation of the 
Governor Genernl any bill ଓ by the provincial legislatures 
affecting the permanent settlement . 

The provincial ministers, after their acceptance of 
office in 1937, were keen in facing the problen. ‘Mme: Govern= 
ment of Bengal appointed in 1940 as Land Tevenue Comtesion under 
the chairmanship of Sir Francis Floud to go into the matter 
and suggest remedies. The Commission enalysed ‘the position 
and csme to the conclusion thst no half measures would rectify 
the defects. "In order to improve the eéoromic condition of 
the eultivators,” recommend the Commission, “the permanent 
settlement ond the Zemindsri system should be replaced by a 
| system, under which the CoE roe nt will be brought: 
inte direet relations with the actual cultivators by the 
ecquisitton oF all the superior interests in agricultural. 
land." Following this ‘recommendation and aft examination 
of the isnue from the financial end édminietrative point 


ଓ VY. Anstey: Econ.Revelop. of India. P«378. 


12) Report; para 9h. 


Digitized by PPRACHIN, SOA 


= SSP fo 
of view, the Goveimment of ‘Bengal accepted in 1943 the 
policy of nonuiring the interests of all clesses of rent- 
receivers. Further actibn was, ‘however, postponed on account 
of the war. It was nat’ feasible to »roceed with the matter 
as long as the war last¢d; but the principle was definitely 
accepted during the wir and it will not take long before this 
policy is put into effect. 

Permanent seitilement ras confined to Zemindari tenures 
in certain areas. fmere wero in different provinces , other 
Zemindari estates in respect of which settlement was temporary 
and land rTeveng derands could be enhanced at periodic re~- 
assessments. ‘Gove/mment revenue was not therefore so 
adversely affected As in the case of permanently settled 
estates. But the soeilal and economic evils of the Zemindari 
system {in the tempir°rily settled arsas were almost similar to 
those in the permment ly settled grease The Floud Commission 
in Bengal recommeded not only to end permanent settlement but 
sso to aboitsh tie Zemindari The attitude in all 
Fho-provinees ଥ୍ to replace the Zemindaeri system, whether 
wnder permmneant ¢ temporary settlements, by ryotweri systems. 
Soon ofter the wir, some of the fiewly elected provincial 
lecislatures pasied resolutions urging the temination of 


permonent settlelent ‘and abolition of all types of Zemindaris « 
he Ceangrese Forcing Committee called upon the Congress 


{13) Tbtd, 
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ministries to implement the election pledge given to the same 
effecte It was thus no longer a question as to why the 
Zemindari system under both permanent and temporary settlements 
should be abolished, but what princples and methods be adopted 
for winding up the system. 

There were some who argued that having regard to the 
historical circumstances under which the zemindari rights were 
acquired and considering the national. interest, the estates 
should be expropriated. without any compensation whatsoever. There 
were others again who pleaded for full compensation when the 
zemindars were to. surrender their proprietary rights and, the 
social status associated with them. Both of these were extreme 
points of view which did not take into account considerations of. 
eguity and the reality of the sitvatione It is only appropriate, 
considering the broad social interest, that equitable compensa— 
tion should he paid for state acquisition of the zemindari 
estates, and the ma jor political organisations and the provincial 
governments were agreed on such payment. 

The question is. therefore how to determine ‘the seamounts 
of compensation and what should be the method of payment. It. 
must be recognised that the amount should not be so heavy as to 
impose a very heavy burden on the peasantry who form the bulk of 
the populatione At the same time they. should not be go emall 
ag to deprive the small rent receiver of his livelihood and 
immediately reduce the substantial ones to a lowly postition. n 
Between these limiting considerations, the ‘amounts of * compensa- 
tion are obviougly to be certain mitiples of the "net prorisy 


of the rent .-receivers. 
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How then are ‘net profits!’ to be determined? It was 

gvggested in some quarters that the land revenue assesement in 
ryotwari areas should be considered es the standard rate of rent 
to. which the zemindars are rightfully entitled. Thies sugges- 
tion was based on the contention that the zemindars were 
originally collectors of land revenue, and-the amounts they re-— 
tained after making: payment to the government represented ‘their 


(un) Ir they are actually exacting 


commilesion for collection. 
more from their tenants than the standard rent computed on ths 
above basig, the excess is not, it was argued, legitimately due 
‘to theme The .szemindars were: allowed a certain definite pro-— 
portion of ths rentals as their share when the permanent settle 
mont was effected and the same proportion of this ‘standard rent! 


should be considered as their ‘net profits' ,(15) 


But apart from 
the disparity in the essessments in the ryotwarl areas, thie 

me thod- cen hardly be fair. Many of the estates have changed 
bands gince the time of the permanent settlement, and the 
present bolders have paid. considerations in view of the rental 
incomes obteining at the time of the transfer. Besides, the 
share of the state was pitched at a high level et the time the 
settilemerit was made, because the zemindar wags left to reap the 
adventages of improvement. The net profits should therefore be 
decided.with reference to the existing circumstances and not 


historical considerations. 


Some of the zeminders with whom permanent peft ment wa 
effected, had been hereditery rajahs.e The: others who had, 
been revenue collectors, were raised to the etatus of - 
Zemindars. ନ i 
(25) This ree the principle.edopted in the Madras zemindert #111 
of 1947». | 
Originally, 2/3 of the rentals was the share of the gate 
(Continued overiaf) 
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The gross assets of a zemindar or any intermediary should 
be computed by taking into account the rents and all the cesses 
realised from the tenant or the immediately subordinate rent- 
receiver. In this gross amount should also be included the 
incomes from HATS, bazaars, ferries, fisherles and such other 
SOUrCES . Then certain deductions ghould be made from this 
gross incomes to arrive at ‘net profits’. The first item under 
such ‘category is the amount payable by the zemindar (or other 
intermediary) by way of land revenus (or rent), cesses, tax on 
agricultural income and Chankidarli tax.e Avery rent-receiver 
has to bear a certain expenditure in making hig collections and 
that has to be deducted from his gross income. The Floud 
Commission suggested a deduction at a flat rate of 18 per cent. 
on account of the collection charges. It cannot be said that 
the cost of collection bears a definite proportion to the amount 
collected, irrespective of the fact whether it is large or mmall. 
But a flat rate is administratively simple and avoids unnecessary 
difficulties and complicationse Lastly, it is also reasonable 
that the expenses which the zemindar incurs in maintaining works 
of benefit in the estate should be :deducted from his gross 
(16) 


income . When all these deductions are made, the balance 
should be considered as net profits and the quantum of compen- 


sation should be a multiple of this amount. 


(15) (Conta) and 1/3 that of the zemindar. 1/3 of the standard 


rent based on the assessment in the ryotwari lends of Madras. 
wag taken to be the ‘net profit' of the zemindars. 


(16) This should include things like irrigation and protective 
works, but not endomnents, like those on colleges and 
hospitals. 
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Should the rate of compensation on these net profits 
be uniform or differentiel? The Floud Cofimission was strongly 
against differentiation and recommended a flat rate of 10 times 
the net profitse A uniform rate, no doubt, aveids complica- 
tions, but it is not in the interest of the community. It is 
unwige for the ‘state to adopt a policy whfeh will stereotype 
the existing inequalities and the privileged position 6f a few. 
Further, generally speaking, a large Aumber of amaill estatés 
have changed hands, where’ the purchaser has paid du¢ econsidera-. 
tion money, while the large orifés have beén in the possession 
of the ‘semindars who. acquired them ender disturbed’ political 
conditions. -This makes an edditional ground for discrimfna- 
tion against holders of isrgé cemindaris. Thus while 10 times 
the net profit should bs ‘a reasonable guide, it-is advisable to 
adopt a sliding scale of compénsatton, where the rates would be 
progressively lower for the estates yielding ‘larger net profits. 

It ia only fair-in this ‘comection ‘that the résponsi- 
bility for the l6égitimate arrears due ‘from the tenants and 
intermediate tenure holders should ‘be taken over by the state 
and he ‘emounts - paid over to whem they sare due, elong with the 
compensation... Somé ef the rént-receiveérs are in debt and the 
interest of their creditors will be adversely affected when 
the state acquires the landed interests. It is proper, there- 
fore, that a part of tlie compensation money, Ht exceotifir a 
cartain proportion, should ‘be asaigned ‘for the repfyment of 
he lognf.. 


a 
CP 
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The next question that erises is esbout the method ef 
payment of this compensation. If the entire emount is to be 
immediately paid in cash, this would create a financial problem 
of unmanageable dimensions. The practicable method of finan- 
cing acquisition would be the issue of long-term. bonds, carrying 
an interest of 2} per cent. per annum, which. wae usually. the ‘rate 
at which the Government of Indie issved bonds for financing 
the war at the later stage. This will be appropriate for .the 
zemindars who are realising lerge not profits from their estates, 
but for the gmall tenure holders who are deriving a. rather 
humbie msans of iivellhood. from the landed interests, iseve of 
bonds will prove a great hsrdehipe To mitigate this: hardship, 
it ig desireable that up to a: certain limit of net. profit, they 
should. be given the option. of accepting either bonde. or cash 
payments. The. number of -emall tenure~holders being large, the 
demand for cagh payments is .iilkely, to. be -censiderable, din order 
that the. eperation may be convenient and practicable, much pay- 
ments should be spread over a number of years. 

Now, every provincial legislature :1s .conmpeteant “to mals 
its own schemes for the acquisition of the zemindaris; bat it 
is advisable 40 adopt. a uniform.poliley and procedure in all the 
provinces con the hasis of the principles Outlined above. 

The land témures under temporary settlement are of 
Gaifferent verleties. Bub they conform to thréé matin typésy 
vis. , (#) genindarl, (b) ryotwari, ent (¢) mahalweri. ln the 
first case, settlement is made with zemindars in réspect of 
estates. (fhe problem of this tenure has already been 61 ଛେପ) 
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Under the ryotwari system, holdings of ryots or peasant pro- 
prietors are assessed to land revenue and there is no inter- 
mediary between him and the government. Under the muhalwari 
or joint village system, lands under peasants are separatély 
assessed, but the revenue is collected jointly from the holders 
in a village, the co-sharers being held jointly and severally 
responsible for the payment. This system was introdueéd with 
a view to preserving the old village community systeme But 
apart from the types of tenures, the revenue assecsment in” ths 
temporarily settled areas was anomalous and unsatisfactory and 
there were frequent complaints against it. ‘The principal 
defect of the assessment was that it did not conform to the 
principle of ability. The bases of assessment were defined 

Ain verious ways in different parts, uch eS, net produce, net 
assets, economic rent, rental value and anmual value.( 17) Apart 
from the digparlties arising therefrom assessment based on such 
considerations was a tax on things and not with reference to 
the capacity of the taxpayer. It was a tax levied on the 
produce of an industry without looking into ‘the position of the 
recipient of the earnings. Thus “the land revenue, reviewed as 
a gecheme- of taxetion ig, not only not progressive, but actually 
tends in the opposite. direction? (28) The large lendholdere.. 
paid e comparatively smell. part of thelr eurpluses towards the 
upkeep of the state and the cultivator of an uneconomie. holding 
had to beer a very heavy burden: Moreover, when a. large part 


(17) Report. .of fhe Taxation Enquiry Committee: Para. I037 
(18) ‘Inid: Para. 96« 
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of the total revenue came from this source, the entire echeme 
of the distribution of taxation was to a consideroble extent 
determined by its structure. 

There was glaring disparity in the levy not only he- 
tween one province and another because of the difference in the 
bases and rates of as so sament , (12) but nlso,between the differe- 
nt parts of the came province, oven though the system was the 
Sa « Svery province should, of course, have tne right of 
determining its own rates of toxation in coneideration of the 
local circumstances and its own financial requirements; but wide 
differences nDNotween the different parts of the same country in 
tne matter of a major tax aze not a desirable state of affairs. 
Purtner, the higher ©ne rate of land-revenue, the more it is 
divorced from the principie of ability. Disparity in the demand 
of the state from land to land in the same province is indefen—- 
sible. Even where the samo system existed and the land revenue 
varied between grades of land, it did not bear the same pro- 
portion to the incomes From them, as lands of equal fertility 
produced different kinds of crops. Generally speaking, the 
levy proved to be heavier in the cereal-growing areas than 


where profitabls commercial crops wore produced. 2°) When the 


meneame meee 
19) Rates of assessment: — 
( 9) Madras ee 50 por cent. Ue eo oo 40 por cent . 
Punjeb+.. 25 per cerit. Bombayx. 35 per cent 
ନ୍କ x Land Revenue Amendment Act 1939 


(20) In kKedras, for instence, where assessment vasa besed on the 
standard grain outturns commited 4nto money, paddy was takes 
as the etandaerd for irrigated and cholam and ragi for un= “ 
irrigated lends. This continued even after commercial ox#i 
like cotton, muger cane, tobacco, Gtc. ware grown in cexft 
areas. The asseesments, in consequence, varled from Heo 
50% of the net produce. PeJeThomas: Federal Finanoc¢#-in 

India, P.hli5-6. 
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assessment did not bear similar relations with the produces 


from different lands, it became even further remote from con- 
forming to the principle of ability. 

In other countries, land taxation generally combines. 
the following features; -— 

(a) a low flat rate on capitel or annual. value . 


(b) a progressive tax on income including income from: 
agriculture. 


(c) umally, a death duty or othér capital tax, and 

(da) a local rate. 

The income tax and the death duty on top of the low flat 
rate on the capital or annual value impart a progressive 
character to land taxation. Land in India, as elsewhere, paid 
local cesses. But while in other countries, the flat rate of 
land tax was kept at a low level, the rates in India, even after 
the recent reductions, effected in some provinces, were con- 
siderably highe Even though this made the defect from the 
point of view of ability very pronounced, there was till 1938 
no levy whatsoever of a progressive character on lend, like 
income tax and death duties. By the end of the period under 
consideration, three provinces had imposed taxes on agricultural 
incomes, introducing an element of progression in the taxation 
of land. It is naturel to expect that this would be extended 
to other provinces before long. It has already heen maggested 
that 44 would be de sirable not to have a separate tax on 
agricultural income, but to compute this income with all othér 
(22) At any - 


x* 


incomes for the purpose of general income tax. 
(21) See Chapter VII under the section ‘Agricultural income % 
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rate, after the abolition of zemindari estates, it would serve 


no useful purpose to maintain a geparate income tax on this 
income . 

It has sometimes been suggested that there ought to be 
an exemption limit in the scheme of land revenue. Apart from 
the administrative difficulties arising out of the transfer of 
land from time to time, an exemption limit cannot be seriously 
considered in view of its effect the public revenue in a 
predominantly agricultural country, where holdings are generally 
small. 22) 

The land revenue assessments cannot be made to approach 
the criterion of equity, unless the rates are considerably re- 
duced. Application of the general incomes tax to agricultural 
income end a low fiat rate of land revenue would. go a long way 
in adjusting the system to ‘the capacity of the tax-peyer. The 
Taxation Enquiry Committee recomnended that the assesament should 
be standardised at the rate of 25 per cent. of the annual value 
in all the provinces.(23) The Punjab Government adopted this 
rate in 1928. There were some who pleaded even for a lower 
perceritago.,. Whatever might have been the -rate at the. pre-war 
settlement, the rate was, in effect, very much reduced during 
the war on account of. the rise in the prices of agricultural 


(22) The Taxation Enquiry Committee pointed out that this would 
” put a premium on fractionsligsation of economic holdings. 
” Report: Para. 96. hi 
(23) Report: Par. 105. The Bombay Land ‘revenue assessment Com 
mittee (1939) also suggested the game rate. 
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commodities. The index of agricultural prices (1939=100) 
rose to 273 in 1945-46 and, as such, the lend revenue demand 
in terms of the agricultural produce was reduced to about 40 
per cent. of the pre-war level - very much lower than the 
target of the Taxation Enquiry Commi t tee . (21) It may, however, 
be argued that prices will eventually fall and ‘the revenue 
demand may be raised in subsequent settlements. It is en- 
couraging to note that the Government has announced its policy 
to adopt meagures for maintaining a sufficiently high level of 
agricultural prices and the maximum increase in revenue demand 
at resetitlements has been prescribed in some provinces within 
narrow limits by specific provisions.( 2?) ‘Moreover land 
revenue, which was resporisible for 31 per cnt. of the ‘total 
provincial revenue in 1938-39, accounted for only 14 per cent. 


(26) 


Revenue considerations were the real handicap preventing’ any 


in 1945-46, on account of ircreases from other sources. 


reduction in the land revenue burden; but now it ‘should be 
possible to adopt a ‘low rate of assessment — even lower ‘than 
25 per cent. recommended by: different committees. Thus the 
war-time developments not only introduced an element of pro- 
gression, but also paved the way for an adjustment of the lana 
revenue assessment more in conformity with the capacity of the 


highest rate was: app: s wh » 
be came in effect only 20%. LElsewhere it wags auch less. 
(25) “Phe enhancements at revision settlements in. some prorinpe kn; 
were laid down as follows: 
UsPe 6» 335% Hadras eo 18 2/ 3% Bombay +. 50%: x 
x In case of ea. gurvey number and 334% for a teinke( Act 
(26) Abolition of zemindari estates, where the system e 
will bring in more revenue for the governments’ 
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(B) Provincial Excise 


The most outstanding development in the provincial finances 
during the war wae the phenomenal expansion in the excise revenue. 
This was the main factor responsible for transforming the size 
of the budgets and making the financial position unusually 
prosnerous. At the same time, a fundamental question is raised 
with regard to the future policy of the governments, in view of 
the fact that ponular ministers are determined to eradicate the 
evils of intoxication by prohibition. 

It has already been mentioned that excise duties on non= 
intoxicants produced in the country were allocated to the Central 
government, The provincial governments permitted and controlled 
the manufacture of spirits and. other alcoholic liquors and the 


(1) 


preparation of all drugs, The excise revenue accruing to the 
provinciel exchequers was obtained by adonting two methods. The 
governments levied duties on the production of these articles and 
charged fees from the vendors, licensed for the sale of such 
commodities. 

Before the advent of British rule in India, the excise on 
intoxicants was a source of revenue for the State; but the 
nroceeds were very small. Although. .ginder the British admin- 
istration it became a regular source of revenue, even as late as 


in 1861, it contributed only 1.5 crores of rupees. Gradually 
# a 
it was realised that this, tax was a fruitful method of obtaining 


¢ Oe OOO OOOO OOO Oe 


(1) The manufacture of opium was under the control of the 
Central government. 
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from the poorer classes a share of the cost of administration, i 

in ae much as it was simple end inexpensive and the drink and 

darug habits were fairly widespread among these classes. From 

the last quarter of the 19th century, excise revenue mounted up | 

and goverhment found that "it had a revenue goose that could lay | 
j 


(2) 


a golden egg". There was all along a good deal of criticism, 
both in India and in England, of the excise system, as 

encouraging intemnerence among the peonle, Government thereupon : 
adopted the policy of ‘maximum revenue and minimum consumption!. 
The object was to look to the interests of the peonle as well ag 
of the treasury. Subject to the consideration of discouraging 
any extension in the drink habits and imposing as high a duty as 
would not lead to illicit trade, Government attempted to obtain 


as large a revenue as possible, Though in theory the duty was 


a restrictive excise, the princinle of reconciling the two ends 

could not be realised in actual nractice. The revenue went on 

fast expanding and geo did also the consumption of drink and ares 
Criticisem persisted and in 1905 certain modifications were 

introduced in the basic policy. (4? Government did not desire to 

interfere with the habits of those who used alcohol in 

moderation, but it was decided to minimise temptation to those 


who did not drink and discourage excess among those who did. 


Anderson: India going dry: P.3. 
N. Vakil: Financial Development of Modern India: P.A4A79. “ 


(2) &H. 
(3) C. 
(4) Resolution of the Finarice Department: Sept. 7, 1905. 
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It was made clear that "to the furtherance of this policy, all 
considerations of revenue must be absolutely subordinated." 

The effective method for realising this objective was to tax 
liquor at as high a rate as possible without stimulating illicit 
production, which would, in effect, increase consumption. vith 
this ena in view, the number of shops and the hours of sale were 
restricted, But, nevertheless, revenue considerations played 

an important part and the principle of maximum revenue and 
minimum consumption was continued. Revenue from excise was an 
essential source for the nrovinces, and a growing proportion of 
their receipts was obtained under this head, Under the Montford 
reforms, the excise department was transferred to popular control. 
Resolutions were nassed in provincial legislatures urging the 
desirability of restriction of drink, but there was no change in 
the excise policy of the government. Before the first great war, 
exciee provided more than 12 crores of rupees. During and after 
the war, there was a further increase and the peak figure of 

20 cerores was reached in 1020-30, From the onset of the 
depression the excise revenue suffered a decline and before the 
introduction of provincial autonomy in 1937, it settled down at 
14 crores. 

On accepting office in 1637, the Congress ministers launched 
their prohibition »rogramme on an experimental scale. Certain 
specified arcas in different provinces were made dry, This 
necessarily involved a certain diminution in the exoise revenue. 
Even after the resignation of Congress ministers, the shortfall 


continued during the first two years of the war, in consequence 


Digitized by PPRACHIN, SOA 


= 408 
of the experimental policy. Thereafter there vas an improvement 
in the yield and efter the subponeton of that policy in 21043, it 


went om at a rapid pace, he last two years sav an expansion of 


enormong proportions beyond expectations. 
Table 64 
Provincial Excise Revenue 


1045-4 " 


At the end of the war, excise revenue became about four times 
the receipts in 1938-39. This was & major revolution in the 
provincial finances. There was considerable .expaneion, though 
in different degrees, in almost every source of provincial 
yeyenue, but the extent of increase under excise was phenomenal. 
Before the war, the total collections under thie head in all 
the provinces used to be only 50 per cent of the land revenue 
realisations; UVut at the end of the war, excise came to occupy 
the foremost position among the provincial -sourees, the receipts 
thereunder exceeding those from land revenue by 73 per cent. 
Even before the &xperimental prohibition Fas introduced, the 
provinces obtained 16 per cent of their total revenue from 


excise; but in 1945-46, it accounted for as much as 23 per cent 
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of the revenue which was itself Pn pre-war figure, 

No one can suggest that this expansion was, to any 
appreciable extent, due to the suspension of prohibition, because 
that accounted only for a difference of two crores of rupe6es. 
In 1943 there was a reversion to the old policy of maximum 
revenue and minimum consumption, and the rates of duty on 
excisable articles were increased’, The policy of enhancement of 
the duties on alcohol and of issue prices of excise drugs, 
adopted with the two-fold object of increasing, revenue and 
reducing consumption, achieved such striking success in 1943 
that it wes pursued further thereafter with highly eatisfactory 
results. >’ The rates ‘of increase were of, course different 
from one province to another, but this general policy was 
adopted systematically in all the provinces, during the later 
years of the war pertod., (° 

Raising of the duties was, no doubt, an important cause of 
the increase in revenue, but this by itself furnishes only a 
partial. explanation. It was clearly demonstrated éuring the war 
that the principle enunciated with regard to excise was, a 


mienomer. The revenue, no doubt, was maximised, but there was 


(5) Explanatory memo: Bengal Budget of 1945-46. 
(6) Rates of autyi=. 


Madras 1938 945A 
. | 8. ABS. fe. Af. 

Country epirit (per gallon p = 8 40 § 8 = 12 
8 - ଠ0 13 - 12 
Indtan ‘foreign liquor® " #୫ ୬2] - 14 30 = 6 
Coconut toddy arrack Nn “ 17 - 25 = 0 
Rates of tree tax (coconut palm trees) 5 - 1 6 - 3 
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no realisation of the other important counterpart of the policy. 
If consumntion had remained stationery at the pre-war level, 
the extent of increase in the revenue would not have exceeded 
even 50 ner cent, (1? But, as has already been pointed out, 
there was actually a three-fold increase in the revenue. The 
real explanation can therefore be found with reference to the 
volume of consumption. in spite of the raising of the duties, 
consumption of excisable articles rapidly increased during the 
later years of the var. The consumption of liquor went up to 
more than double the pre-war level and the increased revenue was 
meinly due to thie increased consumption. (8? The increased 
fighting personnel was an important factor in increasing the 
custom for liquor. MThe expansion in the volume of employment 
and higher remuneration for labour made a larger income available 


to be spent on this account. Besides, the difficulty in obtain- 


(7) The rates of enhancement in the duties in Madras between 
1938-39 and 1945-46 were on the average below 50 per, cent 
but the increase in revenue was 350 per cent. 
In U.P., the rates of duty on plain and spiced country spirit 
was increased by 15 and 10 per cent in April 194A (Memo. to 
Budget of 1946-47: Vol. II, P,AO), but the revenue in 104/A-4A5 
exceeded the previous year's realisations by A2 per cent. 


(8) Consumption of 1iquor:ie 


Madras 1937-38 er AG 
Country spirit (L. ନ gallons) 1,065 ; - z 
Toddy (Trees Capped 1,703,948 - 3-249-146 
Foreign liquor : ane 795,315 = 


This was the province whers the increase was the highest. 
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ing consumers' goods added further stimulus for additional 
expenditure on drinks and drugs. While the general price level 
on the basis of controlled prices in 1945-46 was higher by 144% 
than the pre-war level, the rates of duty on liquor were raised 
by less than 50 per cent and thie made alceholie drink definitely 
cheaper in comparison with other articles of consumption. The 
demand for almost all kinds of liquor and drugs reached an 
unexpectedly high level and, in consequence, the auctions held 
for settlement of excise shops fetched record bids. In view of 
the enormous increase in coneumption, the announced policy of 
the provincial governments to secure increased revenue with only 
the minimum of consumption was a failure in actual practice. 
To declare that “the very large increase in our excise receipts 
is the result of the recent steep but judicious upgrading of the 
rates of the duty" (2) was a mere self-deception, if the higher 
rates were intended to serve as a restrictive measure as well. 
There was again another contributory factor which augmented 
The excise revenue during the war period. Wine and spirit 
coming ‘from abroad paid an import duty. This was incorporated 
in the eustdms revenue and. therefore accrued to the Central 
exchequer. From 1942-43, the imports were reduced to very small 


(10) 


amounts but the coneumption of ‘foreign liquor' was gréatly 


(9) Finance Minister's 4 Bengal Legislative Assembly 


Debates, 18-244, 0. po 
{10) Isports of = i (in thousands of gallons) :- 7 
1938-39 - 4,721 1942-43 - 1,211 Ph 
1939-40 - 4,279 1943-44 = 908 „4 
1916-43 401 1944-45 - 1,005 
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increased in. the country. (11) Small quantities of ‘forsign 
liquor! used to be manufactured in India and revenue from the 
duties imposed on them went to the provincial fiscs. In cone 
sequence: of the diminution of the foreign supply, consumers 
increasingly turned to the ‘foreign liquor! of Indian. manufacture. 
While the Central government suffered a short fall under Customs 
revenue on account of reduction ih the import of foreign liquor, 
the provinces realised large revenues from. the duties on local 
manufacture, 

In consequence of these wartime circumstances, exeise revenue 
came to occupy a position of unusual importance in the provincial 
finances. It ig, of course, reasonable to .anticipate a reduction 
in. the receipts with the restoration of normal conditions. But 
if the wartime policy is allowed to persist, there is no likeli- 
hood of any considerable short fall for some time to come, In 
view.of these developments, the question -arises as to how the 
government policy should be shaped in this respect. “How far is.. 
i£-deairable-and practicable to embark on a policy of total pro- 
hibition? 

Many social reformers :-and politicians.have leng.been 
advocating the deairabhility of removing the -evyil of intoxication 
from India. Gokhale.deprecated the excise policy of government 
as “epirltualising” politicos and.it. was he who suggested 


(23) 0 It be seen Frou the footnote. (8) that. the gonmunpti ér 
ର It may be jiquor in Hadras in 1945-46 wae more than oer 
amount in the pre-war days. 
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prohibition for India in 1912. “30,000 women in 1925 signed a 
memorial to the Viceroy to this effect, but no action was taken 
thereon. in the same year a resolution was carried in the 
Central Legislative Assembly in the face of official opposition, 
but it was ignored by the government. The National Congrees 
put iiquor prohibition as a major issue in io programme of 
social reconstruction. The All-Parties Conference in 1928 made 
prohibition a fundamental article in the draft constitution. 

The provincial legislatures under the Montford reforms adopted 
resolutions to thie effect, but it was not found practicable to 
take. any action. Ags soon as the Congress came into power in 
provineial administration, prohibition was experimented with in 
1938, but, ae has already been mentioned, it wns suspended during 
the war. The Congress is keen in carrying, out this social 
reform and it is necessary therefore to discuss the feasibility 
of the measure in. the 1ight of wartime ‘developments, 

The great obstacle in thé adoption of a policy of prohibition 
was the consideration of revenue, One has to recognise that in 
& country of emall incomes, government must have recourse to 
some taxation with e@ view to realleing an aeppreciable amount of 
revenue from the poorer classes. ‘Exelse proved a convenient 
method and. very soon developed into. a major source of revenue, 
Ariy: scheme of partial or total prohibition has therefore to be 
considered. against the background of the importance of exciee 
revenue. in the provincial finances. The ministers in the 


Montford Constitution agreed with the generel principle of “* 
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prohibition, but found it impracticable to take any action, since 
they were faced with the increasing need for revenue to finance 
nation-building activities. In view of the chronic financial 
difficulties, 1t was not practiéable to deal lightly with a 
source which provided 25 to 30 ner cent of the total revenue in 
certain provinces. The Congress ministers in 1037, in spite of 
their keenness, were confronted with the same difficulty. They 
could therefore introduce prohibition on a very limited scale, 
making a sacrifiee of only 15 per cent of the total excise revenue 
It is not within the domain of nractical finance in India t9Q 
brush lightly aside the importance of excise revenue, One can 
understand the fervour and enthusiasm of an out-and-out religious 
preceptor that “revenue considerations have no part in moral 


" (12) 


reforms But it is difficult to appreciate such an approach 


on the part of a finance minister, however lofty the ideal may 
be. (13) From the revenue point of view, there was a vast 
difference between the positions before and after the war, The 
congress governments had to restrict their reforms in 1038 within 
very small areas and the non-Congress governments considered 
prohibitien a luxury they could searcely afford. Excise revenue 


was then only 14 crores and conetituted 17 per cent of the total 


(12) Rev. H. Anderson; Drink in India, P.6. 


(13) We feel that we are fustified in eacrificing eo mueh revent 


f we can endure that what we may lose in revenue we shell 
more than marke up in making the 11ife bettsr, happier and 
healthier for our people.’ Aegsam Finance Minister: 
Assenbly Debates 9-3-43, P.57. 

It is worth observing that the said minister, in spite af 
such a declaration of policy, planned -ortty: for a MOnEre. 
exveriment. 
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provineial revenue. The trend of provincial finances underwent 
tremendous chenges during the war, mainly on account of the 

growth of this revenue. Needless therefore to say, that what 

was exceedingly difficult in 1637 became much more so at the end 
of the war, involving as it did an amount of the magnitude of 

53 crores, constituting 23 ner cent of the total revenue recelpts. 
In the cases :Qof certain individual provinces like Madras and 
Bihar, where the excise revenue was 35 and 30 per cent respectively 
any enthustasm for radical moral reform must necessarily be 

damped, 

The plane for post-war developments formulated by the 
provincial governments involved an expenditure of the order of 
800 crores of rupees. The schemes were prenared on the assumpt- 
lon of obtaining funds from three sources - (a) grants from the 
Centre, (b) provincial surpluses and (c) provincial borrowing. 

The wartime developments in the nrovincial finances and the 
resulting surpluses were ascumed to continue in the post-war 
years. If, then, the provincial governments are to adopt the 
poliey of prohibition, moet of theee ambitious schemes of 
Gevelopment must necessarily be shelved. Thies gives rise to & 
negation of the objective, since spread of education and 

raising of the standard of living are the neéveseary conditions for 
ensuring temperance under Indian conditions, 

It is sometimeg argued that the lose of. revenue..£8 not, in 
the atrioct gense, a part of the cost of prohibition. 
cost-of government must be borne by +H@ taxpayers .imspme 


t24) 


Digitized by PPRACHIN, SOA 


= B10 = 


This is, no doubt, true so far as the abstract theory is 
concernetl, but, taking into account the economic position of 
the people, there must be some alternative practical methods 
available to replsce the loss of revenype from excise. Before 
the war a number of ney taxes was imposed in mag of the 
provinces to make godd the cost of prohibition. But in spite 
of their immense developments and further sdditional taxes 
during the ee revenue realised from all these new 
taxes was only 40 per cent. of the excise revenue in 1945-146. 
This revenue from the new taxes was moreover sebsorbed in the 
normal budget and not left over as surpluses to compensate the 
loss to arise out of prohibitione.e Alternative sources had 
thus been tepped and can certainly be extended further, but 
they can stareely replace excise rcvenue, at any rate, for a 
considerable period of time to comee A wise and practical 
line of action should therefore be to adopt a policy of 
gradual and effective restriction and not a thorough=-going 
plan of total prohibition. 

In addition to the loss of revenue, a policy of pro- 
hibition also involves additional expenditure for its enforce- 
ment. It 1i& worse than useless to sacrifice the revenue 
without teking effetetusl steps for the ebolition of drinks 
and druge, both licilt and ilifetit. Fhe cost on this account 


has not however been estimated. since the burden was spread 


(15) These taxes are discussed in a later section of this ~~ 


chapter. 
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over other departments. (10) There 18 no doubt that any 
attempt at proper enforcement must necessarily involve cone 
siderable expenditure, fhe problem, nevertheless, to be 
faced is how far prohibition will be effective in eradicating 
the evil from the country. Expsrience in certain other 
countries showed that the consumption of 11quor was, in fact, 
inereased under prohibition. (17) . It was argued that it 

wi1il be aifferent in Indie because of her fraaéitions and 
religious background. BSueh e presumption is, however, une 
warranted, eince, in spite of theese, the consumption has 
widely expanded during the last 50 years. In a country where 
every palm trée? ie a potential gource of alcohol and hemps 

grow wild over large tracts, facilities for the manufacture 

of intoxicants ere profusely available, (28) If then prohibition 
lends to widespread contraband. traffic, not oniy wi1i1l the 

ob jective of realising temperance be foiled, but the state will 


(26) The police department in 1938 was entrusted with 
the enforcement of prohibition. The medical department 
had to bear additional expenditure in looking after the 
addicts. 

The Taxation Enquiry Committee in 1925 guessed that 
the expenditure might amount to 18% of the total. revenue 
of the country. eport. P, 186. 

(17) In U.S.A. , except for the first three years after 
the introduction of prohibition, the per capita consumption 
of alcohol was greater under prohibition than during the 
war period (1914-18), - Warburton! The Economic Results 
of Prohibition, P. 260, 

| The Alcohol Committee of 1923 An Finland found that 
“the use of intoxicants in our sountry is appreciably 

reater than during the {lst) World War in spite of pro- 
Fibirtion laws". — VWuorinen: Prohibition Experiment in 
Finland. P. 92. 
(18) Taxation Enquiry Committee Report. Para. 227. 
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unnecessarily forgo a large revenue by suffering the use of 
intoxicants free of taxation. Suceess of prohibition cannot 
be achieved by fiat, unless there is overwhelming popular 
support for its adoptienn as a public poliey. (19) It ig true 
that the major political party in the country and the 
enlightened sections of the community are in favour of proe 
hibition as a desirable sooial reform, But among tho:ge 
classes of the people, where ‘the use of intoxicants is widely 
prevalent, it is idle to expect a whole=hearted response. 
The preliminary step in the realisation of temperance ‘should 
therefore be to croate a sense of conviction by persuasion, 
propaganda and spread of education among these classes, and, 
side by Aside, there should be a gradual and effective 
restriction of opportunities for the use of intoxicants, 

But there is another important aspect of the question 
to be considered in this connection. Who are the people 
that pay the bill for intoxicants and what portion ‘of the tax 
burden do they bear? In the U.S.A., for instance, a large 
part-of liquor tax was paid by bugsiness,. professional ..and. 
salaried clesses, since these classes used more liquor. than 
either the farming or the wage-earning elassges, or at least 
spent proportionately more on it, (202 The state of affairs 
ig different in India. A statistical enquiry ifn the district 


9) Luts; Public Finance. P. 584. 
20 Warburton? 6p. cit. PP. 254. 
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of Salem in Madrag brought out the relevant information, (22) 
In thie district the bulk of the drink bill was met by about 
200,000 persons, who formed only 8 per cent. of the total 
population, of 2.5 millions. (22) nis small section of the 
community consisted of persons belonging to the wageeearning 
clasges with small incomes. The percentage of income 
expended on liquor was highest among the lowepaid industriel 
labourers in towns. The urban workers in the district of 
Salem spent 25 to 32 per cent. of their scanty earnings on 
drinks, (23) The amount left over for the consumption of 
necessaries was therefore emall and in consequence the 
standard of living of these workers vas at a very low level. 

It must not, however, be inferred that the incidence 
of the liquor excise duties was on 8 per cent. of the 
population, In ascertaining the number of persons affected 
by these duties, one should take into account not only the 
individual workers who took to drink but their families as 
well. Taking the families into account, the population 
affected by the excise was estimated to have been about one 
million. Thus the burden of the. major part of the duties 
was borne by.about 40. per cent. of the total population. 


What was true of Salem was true of the whole province of Madras. 


(22) A Statistical Analysis of Shift of Expenditure in 
@ Prohibition Area: by P.J. Thomas (Sankhya = Indian 
Statistical Journal = January, 1939). 
tee, Ibid, FP. A451. 
23) fIbia, PP. A52. 
In some parts it was as high as 70 per oen$. 
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In this province excise revenue accounted for 35 per cent, 
of the total revenue, and it is obviously an inequitable 
distribution of taxation to collect such a large proportion 
from 40 per cent. of the people from the lowest incomé@ groups. 
The percentage of people addicted to drink is different 
from one province to another, but everywhere the drink. habit 
is largely confined to the very pcor classes. The general 
conclusion in respect of Madras is therefore applicable $0 
all the provinces. There is thus an urgent case for reduction 
in the excise revenue to secure a better distribution of the 
tax burden, 

The foregoing discussions have showm the importanoe 
of three specific problems with regard to -éxoise policy = 
(a) the impracticability of ‘sacrificing any considerable 
emount of revenue for some years to come, -(b) the likelihood 
of contraband traffic in the event of total prohibition, and 
(ce) ‘the need for readjusting the tax burden. ° The policy 
of the provincial governments should be formulated in. cone 
formity with these three considerations. Necessarily, there- 
fore, a programme of total prohibition as an immediate 
objective should be ruled out. A policy of gradual prohie 
bition, with the following two-fold lines of action, should 
be appropriate and suitable. dn the first place there should 
be rapid spread of education and improvement in the standard 
of living, which wi11 go a long way in promoting the atmosphere 
for temnporance among the glasses addicted to intoxicants. 
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Provision of suitable avenues for diversion and entertain 
ment, ag well as. improvement in the social eervices, will act 
as a further step in the same direction. All these will 
have beneficial results with regara to temporance in India, 
since drink is largely associated with a low stratum of 
social life in the community. In the second place, there 
ghould be progressively greater and greater restriction of 
‘consweption by the adoption of devioges, “uch. as limitation of 
shope and hours of sale, and reduction in the percentage of 
alcohol {n the. drink to be supplied. Heasures on. sueh lines 
adopted in the past. were half-hearted and ineffective, 

since revenue considerations were paramount, Now that the 
state should be prepared for a gradual contraction of ¢xoise 
revenue, restriotive measures can be adopted with deter- 
mination... In the meantime, excise revenue will provide 
funds for social and economic. development, and new sources 

of .revenue will be.gradually developed. A policy on the 
above lines. is in conformity with the existing circumstances, 
and not one of imnediate total prohibition. 
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(C) Forest Revenue 


Forest revenue is derived from royalties on or sale 
proceeds from the ssle of timber and other forest produce, and 
from fees for grazing and extraction of timber, charcoal, 
firewood, bamboos, canes and other produce. Usually the 
proceeds of the forest department provided a modest revenue for 
the provinces before the war; bit during the war period, the 
receipts increased to very large figures. The Governments had 
always a revenue interest in the management of the forestse 
Analysing the nature of the proceeds, it was held by some that 
there was no element of true taxation in the forest ee 
But even if this contention is accepted, it does not endorse 
the particular forest policy adopted by the governments, as 
being in the best interests of the community. The forest 
department was not and cannot be viewed merely as a revenue- 
yielding concern.e It is important therefore to discuss how 
the war-time developments affected the policy of the govern= 
ments and what lines of action should be adopted in the post- 
war period. 

It is necessary at the outset to give a broad outline 
of the forest policy before the ware.’ This policy, evolved in 
1894, only reduced to writing the aims of the forest department 


since ites foundation in 1865. The outstanding principles 


DD OOOO 


(1) Thies question is discussed in chapter Xl. 
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underlying the policy were as follows: (2) 

(1) First and foremost, the preservation of the climatic and 
uiysilcal conditions of the comtry come before everything else. 
(11) The preservation of the minimum amount of forest 
necessary for the general well-being of the country is second 
only to (1) above. 

(111) Cultivation comes before Torestry. 

(1V) The satisfaction of the requirements of the local 
population free or at non-competitive rates, comes before 
revenue. 

(V) After all the above are satisfied, the realisation of 
revenue to the greatest possible extent is permitted. 

The policy as enunciated above did not contain any 
definite criterisn with regard to the determination of revenue e 
The forest department since its inception continued managing all 
the forests under its control on the principle of “sustained 
yield". According to this principle, it was the objective to 
ensure that an approximately equal revenue was obtained every 
year and that the annual amount rose gradually till the maximum 
possibie yield from the soll was reached. This guiding 
principle remained in operation throughout, and not long before 
the outbreak of the war, the desirability of tts contintvance was 
Fetters es This principle was based mainly on the 

2} Post-war forest policy for India: HeHoward, Inspector 
General of forests) Para 12. 

(3) “It is inadvisable to permit a departure from the principle 
of gustained annvel yield, which has been the fundamental 
principle of Indian forestry, since the foundation of 


See over. 
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following considerations. (1) 

{a) A stable industry cannot be established with excessive 
fluctuations. 

{(b) The number of people dependent on forests for their 
livelihood, directly or indirectly, is so great that 
social conditions would be upset by large fluetustions. 

(c) Government budgets required approximately equal revenue 
every yeare 

The general policy as thus propounded was considered to 

be 8 sound exposition. But the principle of stable yield could 
hardly be said to be’ in keeping with the other objeativege. It 
was appreciated thet the forests were to fulfil. far greater and 
more important objects than the .,mere provision of revenue for 

the governments. In actuzl execution, however, there were 
serious back slidings.(5) Revenue considerations were 

supposed to be teken into eccount efter all other requirements 
were satisfied, but the prsctice was scarcely in conformity with 
this desiderstum.e Faced with ever-increasing need for more and 
more revenue, ths provincial governments wanted to increase their 
immediate incomé from forests at the cost of the longer-term 
objectives. It: was unfortunate that. the forests were looked at 
from the point of view of private finance with no adequate future 
{4) Howard: ope.cit. FPsra 15. 

5) To say the lesst, "It would be incorrect to say that the 
excellent rules laid down in this circular were carried out 


to the letter all over India.“E.P.Stebbing: Post-war forest 
policy in India, in Nature 8-9-45. FP .286. 


Cont: forest depart 
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outlook. (6) It must nevertheless je recomised that the 
forest department secured a large improvement in building the 
forest werltn of Ind{is after the reckless deforestation that had 
been roiling on prior to its establishment. 

The wor brouzht ebout & serious reversal in this process 
of preservetion, however feeble Tt had been. In the pre-war 
years, the forcsct revenue for all the provinces together used to 
bs between 1.5 mnd 3 crores of ‘rupees. From 1940, there was an 
increase in this revenue md in the later years of the war, the 
proceeds rnpidly mounted upe The following table shows the 
enormous erpansion in the forest revenue during the war years: 

Table 65 


forest Revenue 


Year Lerenve 
{Rs. lakhs) 

1938 - 39 2 „୨9 
1939 - 40 2,81 
1940 = 4% 3.43 
1941 - 42 4,58 
1942 «- 453 8,52 
1943 = 44 20,07 
944 -w 48 IB G3 
1948 - 48 11,85 


In 1944-45, the lnst full -firanclel year of ‘the wat, the 
recetpts from the forests becarie about four end a haif times the 
proewitf Carre. The termination of the war in the sfdst of 


(6) B. Be Misra: Indias Provincial finance, 1921-39, PeXYé. 
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1945-46 brought about a slight decline. As ithe war operations 
were intensified there was gresot®ଡr and grehter demand for 
timber. The provincial goverfiments could not possibly stick 

to any policy of preservation, since they had to meet the 
demands of the defence department. This ‘necessarily led to ad- 
vance felling of trees, and the provinces in consequence 
obtained large revenues, whether they wanted them or not. The 
rapid improvement in the prices of timber end other forest 
produce was also responsible for increased receipts out of the 
sale of such commodities for civil consumption; but by far the 
most important cause was the war demandse All this resulted in 
a vast depletion of the forest wealth of the country and 
position at the end of the war came to assume serious proport- 
jonse This deforestation, it must be noted, was not the 
consequence of any search for revenue; it was the outcome of 
forceeg beyond the control of the governments . 

The post-war forest policy hss got to be so framed as not 
only to make good the war-time retrogressions but also to recti- 
fy the laeunse in the basic policy. The area under forests 
in India, as will Be shown below, was inadequate for her 
requirements end the reckless destruction that had been going 
on over long periods was responsible for a good deal of dire 
consequences. The considerations of revenue have therefore to 
be completely subordinated with a view to edopting a bold 
policy of afforestati on. 


Flood and soil erosion have become serious problems 
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elmost everywhere in-Indfh. Spectacular evidence ig found 
in the United Provinces, where villages once surrounded by 
valusble fertile fields, now lie in a network of ravines carved 
out of the soft nud of the Jumma by uncontrolled drainage. No 
less serious has becn the loss of soil in Central India and 
Guallor. Excepting the Central Provinces¢{ where the forests 
are well distributed, the process of erosion was in ope ration 
almost all over India. There are serious flood and erosion 
problems in the Punjab, Ne eFeProvince, the United Frovincess, 
Orissa, Bihsr, Bengel end even in Assam and Madras, fespite the 
large proportion of forest areas in these iwo provinces .(7) 
All this has been the inevitable consequence of the criminal 
felling of treee on the hills. There is further an obvious 
denger of the Sind end Ra jputane foresis spreading eastward .(8) 
All these evils will be accelerated in consequence of the war- 
time denudationsg, unless the forest area of the country is 
substantially increased and well distributed. 

Scercely less important then the climatic and physical 
aspects in the adequate orGv eon of ‘ the different forest 
Uroauoss to meet the requirements of the large agricultural 
population, Under 4he pre-war conditions, Indian forests, 
generally speaking, supplied the wants of the general urban 


consumer .(9) So far as the village consumers living in the 


ଏ ୫- 
0 


7) Howard opecit.Para 02. 
8) “The smiling fields of Udaipur will, in another fifty 
‘Years, .he lodged in sea es surely as the blown sand of Sind £ 
desert ‘will engulf the feir city of Jodhpur“. . 
T .Vi jeyaersgheaveacharya: Lond. and ites problems .P.2it. £ 
(9) ‘The ‘imports constituted only 2 to 3 pet. ‘of the consumption 
of timber in Indien townse Howerd: Para 42. ୫ 
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vieinity of forests were concerned, it mey be said that, as a 
whole their wants were well met and in any cage, there was no 
Serious problem in this res;:ect. (10) But through-out the 
rest of Indis, there were vast numbers of ordinary village 
consumers Whose éGemands were almost wholly insupplied or most 
insufficiently supplied. (11) As this large population was 
wneble to obtein its house-buildtng timber, agricultural 
timber andé- fuel, its standard ef living and asricultural 
production vere adversely affected, It was particularly a 
great evil that for a large section of the rural population 
there was no way ‘out’ but to burn cow-dung as fuel, depriving 
the lands of valuable rmenure. It is net practicable to supply 
the rurnl requirements from distant forests, since the cost of 
transport is. prohibitive, ‘There is again the necessity for 
providing grazing facilities. lo plan for the improvement of 
agriculture1l production and the standard of living of the large 
rural population will prove fruitful, mless all the requirements 
of tha village consumer are adequately supplied. It is 
nedesstry therefore not only t6 expend the forest area but to 
distribute it properly over the comtry. 

The basic forest policy did not state how much of forest 
area is necessary for Indias. There was no definite target to 


be reached and, Aas such, no scheme was prepared for gredual 


3୨} hia: Para 43. | 

i1 Iarge parts of Punjab and N.W.F. Province, 90% of UePsx 
half of Bombay, the Centre end West of Bengal, muoh wb 
Bihar and the coast lends of Orissa contain populatids 
with an “aimost completely. -imsuppiied demand for forést 
produce. Ibid: Para 46. 
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extension with any such object in view. The fellowing table 
gives the forest areas and their relation to the total areas of 
thé provinces, 

Table G6 


Area and Distribution of Forests. 
{In 1940-41) 


Total Forest Pereentage of Percenteags of 
. | Total area ares mder total forest ‘total forest area 
Province (sq. miles) Government area wader (government and 
control Government private) to total 


(sq. miles) +o total area area 
Madras 125,168 18,808 15 37 
Bombay 76,026 125,220 17 1% 
Bengal 78,708 12 ,293 18 17 
Pim jsb 96 „ଓଠ 8,301 7 
Bingsr 69,345 2,332 3 J 
( ୨8,573 23,074 23 48 
¥ Assam 55,445 22,641 41 41 
Ne PY ୮] 13 ,ଠିଡ9 60 4 9 
Orissa D୫, 3H 2,267 %Z. 42 
Sind 47 , 155 1,135 2 2 


(source: Howard: ope cite. pp "iB-J9) 


(¥ Assam has nct classified the forest area) 

The forests under government control constituted only 

14 p.c. of the total area of British India. The total area 
mder forests was 20 pe8. if the private forests wers also 

ingluded. These private forests were, however, of doubtful 
utility, end no useful purpose een be served by reckoning 

waiter the total forest area of the country in relation 46 is 
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Yoquirements, eince most of them sxisted only in name. Fer 
proper preservation and manegementd, the forssts of a ¢otmtry 
should remain entirely under the control of the state. Pisnting 
Hf a forest calls for a large amount of éapital whieh remains 
looked up for a very long period. (12): A private ower is 
wnilikely to invest capital wnder such dircumstanees. “But the 
stato, os & perpetual legal entity, is in a ndsition t¢ ivok 
very fear eheocd., The private investor triées to obtain the 
largest profits in & comparatively short perled of time. The 
gogial and ocolleotive benefits do not enter imrto his cost end 
profit nocoumnts. Ferestry is one of those industries, where 
there. is .wide divergenae between the secilal aid the -individual 
met preductt.- Private enterprise working fér the realisation 
of profits.end Sherefore in response to market conditions, léads 
to devnstation of -foresta. This has -bedn ‘the experience in a 
number of comtries in furepe and there was a breakdown of the 
syatem in the U.S.A. Private forests in Inéie were grossly” 
wmiamnenaged and there was so much of deforestation that’ & Tergs 
irk, of the area computed imder this head furiishéd dnily # 
misteadtng piletuwro,. Th Indian Forest Act provided for cartain 
amount of ovement, acmtral ower the ‘private foreshs coming 
wmder the category pf protected forests, but: it was not found: 
fpigible to make eny adequate use of this power. The : 


provincial goversents were alive to this dancer of 
asforestatien na before the b wars certain _arert  legteinticng 


(22) 


"rarest 7 ggoes PO iy 
Arty I OD years to mature". Howard: ily @ 
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were framed with a view to preventing such destruction. (13) 
The war came and these were not proceeded with. Since then the 
position has become more serious. Durinc, the war, the private 
forests tere so overfelled that most of thom have virtually 
disappearod. (14) MHalf-hearted measures of control will not 
meet the situation. It is now imperative to take all the 
forest areas completely under thi/ control of the Govemment and 
build up systematically the forest wealth of the country. (15) 

Forests under Government ormership, as has already been 
pointe? out, constituted only 14 p.c. of the total area of 
British India. This is extremely inadequate for the country's 
requlrements. In view of the ciimatie and physical requirements 
of India end the general demands of the agriculturists in the 
villages, at least 20 to 25 per cent of the total area should 
remain under properly managed forests. (16) 

It will be seen ର the table civ above that the 
distribution of forest areas among the different provinces has 
„Peen highly imsatisfactory,. In five of the provinces only 2 


toe 7 p.c. of the area is winder forests. Northern and Westem 


- £ es . pe 
® ର 4 ଏ. 


(15) “meisjitea) Chota Negpur private forest Bill, 19239 (Bihar) 
b) U.P. Rural development Bill, 1939. 
© tej’ Bangal private forest Bill. (Draft in the 
report of West Bengal Forest Committee, 1939) 
a Howard: Para.S. 
L181... Agoguisition of private forests has been an item in the 
post-war forest development. = Report of the Advisory 
| Plenning Board, Dee. 1946: P.88 F 
(28) “he Taspector: General of Foreats 1H India aonaiders hig ¢ 
"¥ 40° be fhe miaimam reqguircment. Howard: para 23. 
Tt’ is possible to varve out. 50,009. He: LOD ,000. squat 
miles from the areas classed as ‘oultivable waste! #3 
lend not available for cultivation, to reach this target. 
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India is particularly deficient. The distribution is fairly 
good in the Central Provinces and parts of Bombay, Madras, 
Bengal and Assam. (17). It ies therefore of utmost importance 
that a comprehensive plan of afforestation should secure a 
proper distribution of the forest areas in aifferent parts 

of the country. It may be considered reasdcnable to have 20 
to 25 per cent. of the total area under foreste for the 
country as a whole, but in securing the necessary distribu-= 
tion, the total area may reasonably be greater, 

It is abundantly clear that there is an urgent need 
for putting into effect a vast scheme of afforestation whieh 
cannot be postponed any longer. It will be suicidal to treat 
the forests as a revenue department, at any rate, for a cone 
siderable period of time, It would have been reasonable 
before the war to devote the whole of the proceede of the 
forest department for effective preservation, development and 
conservative exploitation. (18), But now the problem has 
assumed more serious proportions and, further, on account of 
the advance fellings, the post-war receipts will be muoh 
emaller than they were before the war, even if the pre-war 
policy is continued, It ig necessary to make considerable 
investment for building up the forest wealth and to consider 
the forests as coming urider the development departments. 


(17) Roughly speaking, only south of a line from Cambay 
fo Calcutta, the ର of ee can be taken as 
airly adequate. - H.owmrd: para. Nn 

18) 4 Ve Anebey = Economic Development of India: P. 176. 


Digitized by PPRACHIN, SOA 


= Ho = 


The Punjab Government had the foresight to build up a 

specific forest reconstruction fund during the war period. (19). 
In view of the prosperous condition of the provincial 
finances, it should be practicable to regard the forest de- 
partment as a head of expenditure during the post-war period. 


(219) The fund vas started in 1943-4 with an amount of 
15 lakhs. Another 15 iekhs wae added in the following 
year, 
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(D) ‘Stamps and Registration. 


Stamps and registration have been two important sources 
of revenue, which provided in 1938-39, eleven crores of rupees 
out of the total provincial revenue of 85 crores. Although 
they provided 13 per cent. of the total provincial revenue in 
Indias, their importance was not the game in all provinces. 
Bengal end Bihar depended on these sources for as much as 22 
per cent. of their revenues. In view of their importance, a 
general estimate of the revenue position in the provinces during 
the war cannot: be made without exemining how these two sources 
were affected during the period. 

Stamp duty. is a methed and not a special type of taxa- 
tion. Different fees and taxes are collected by this ‘-devioe. 
The receipts under this provincial head in India were broadly 
divided under judicial and non-judielal stmps.e The rates of 
Judicial duties were prescribed mder the Indian Court Fees Act 
of 1870, as modified by the provincial enactments from time to 
time. Under these ‘provisions, fees were levied on plaints 
petitions and other documents (with certain specified exemptions) 
filed hefoia the civil, crlhiinal and revenue courts. The 
entire receipts ‘by the. state from the litigation of the people 
were riot, however, shown under the. head ‘stamps’, since some 
fees were levied in cash and accounted for ss revenue under the 
head tedmini stration of justice’. The Indian Court Fees Act 
also covered the probate duties. There was no estate or 


succession duty in India, but some revenue was collected from 
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ths stamp duties levied on probates, letters of administration 
and succession certificates. 

The non-judicial stamp revenue was roallised from duties 
imposed. on certain comercial transactions, by the Indien stamp 
Aét of 1910 and the subsoquent provincial améndmdnts.e ‘Phe 
doouments liable ‘to much stamp duties were broadly, (a) convey 
ance and other transfers of property (b) bonds, mortgages, 
debentures and allied documents, and (¢) bills of excharige and 
promisory notes. The duties in respect of some of these were 
levied and collected by the central government put the :entire 
proceeds accried. to the provincial exchianera 1) 

Feos for reglstration used to be included with the 
revenue fromthe stamp duties, but from 1879-80, the registra- 
tion ‘receipts. came to be shown separately in the. finange acocoimts 
Beglstration of documents was governéd by the Indian Registra— 
tion Act of 1908. The services rendered for the payment of 
these fees consisted in the maintensnce of a public record of 
the -decuments of certain, clessés of which registration was 


compulsory and ‘in ‘the granting ‘of a superior probative vel 


(1) Government of India Act, 1935: Sec. 137. 

In the Seventh Schedulé of the Act the adminis tre tion 
of guch stamp duties were divided between the centre and 
the provinces as follows: | 
List I - Federal Leglslative list: item 57:- 

“ ~ “The rates of stamp duty in respect of bills of exchange, 
cheques, promisory notes, bills of lading, letters. of credit, 
)olicies of insurance, proxies and receipts". 

Eset IT - Provincial Legislative list - Item 51l;= 

__ “Phe rates of stamp duty in respect of documents other 
than those specified in the provisions of List I, with 
regard te rates of stemp duty.". 
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to the other documents of which registration was optional. 
Under the Act, registration was compulsory in almost all cages 
of immoveable property, worth more than Rs. 100, non-~complience 
with which made the transactions void in the eyes of the law. 
In other cases, where it was optional, registration conferred 
on the party protection against all prior transactions of which 
it ନ no notice. 

In the years before the a the revenue from gstamps 
used to be betwsen 10 and 11 crores of rupees and that from 
régistration somewhat more than one crore. During the war, the 
extent of their expansion was considerable, though it was not af 
much as in the cases of excise and forests. The following 
table shows. the receipts from stamp and registration in the 
different provinces in 1938-39 and the last year of the period 


under consideration. 


Table 67. 
Revenue from Stamps and Registration. 
(RS. lakhs) " 
Previnos Stamps Regis tration 
1938 19l5— 1938-3 or 5: 
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During the course. of the war period, the stamp revenue 
increased from 978 lakhs to 1699 lakhs, i.e., by 75 per cent. 
and the receipts under registration from 112 to 266 lakhs, 1l.€e, 
by as much as about ons-and-a-half times. These were im- 
provements of considerable importance, although on account of 
the greater expansion in the realisations from certain other 
taxes, the relative position of these two in the total provin-~- 
cial revenue declined from 13 per cent. in 1938-39 to 9 per 
cent in 1945-46. Now, it is necessary to enquire what causes 
brought about this increase and how far the developments were 
on desireable lineg. 

During the early years of the war, the rates of stamp 
duties end the registration fees continued unaltered, mt in 
the later years, in many of the proyinces they were either 
increased or war murcharges were imposed on the existing rates?) 
The higher rates were one of the causes of the increased. | 
receipts during the last two years of the war period. But 
there were other more important factors arising out of the 4 
eircumstances of the war period, which contributed largely to 
this improvement. The general improvement in the economia 
condition of the agriculturists resulting from the high prices 
of crops, led, to some extent, to an increase in litigation, 
in consequence of whieh there were increased receipts undar 


Judicial stamps. >” But the increase mder this sub-head wes 


Te OOO OOOO IOC AEN OOOO OOOO OOOO OCOD SNOOP SOOO OOOO Oe Nntomre nO 
(2) E.g. — A war surcharge of 25% was imposed in the United 
Provinces on stamps and registration in August 1943. (JU 
Budget meme 1946-47. P23) 
A gurcharge at the above rate was imposed. A Orfosh 
only ir 1946-47. 
(3) Budget Memorandum, Assam, 1945-46, Pel6. 
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much smaller comparcd with the large expansion in the revenue 
under ‘non-judicial stomps! . The collections under this 
latter subhead went up considerably on account of the increase 
in the number of transactions arisinc; out of the industrial 

and commercial expansion created bh: the war. Lerge realisations 
were due to the incroase in the nuniber of articles and memoranda 
of association in respect of commercial concerns, agreements, 
sale deeds and the other allied i The increased 
earnings of certain classes of labourers and contractors on 
defence projects led to transfers of landed property on a 

larger scnole, «nd the state consequently obtained large revenue 
under non~- judicial stamps and registration. Not only was the 
number of transfers and conveéysnce sy larger, but the valuation 
of property was greater under var-time high prices and this was 
responsible for increased collections under these heads. The 
higher rates of duties along with the circumstances arising 

out of the war conditions thus brought about the expansion in 


the revenues under stamps and registratione 


. 


(4) Judicial nnd non-judicial stamp revenue in certain provinces: 


Rs. lakhs 
Judicial Non- judic ia 

Province 1938-39 195-1416 1938 1945-46 
Madras 0 
Bombay *# 67 69 77 198 
Bengal 181 196 76 207 
punjab 48 5 30 80 
Bihar 77 80 28 81 


(5) Punjab Budget memo. 1947-8 P.27 
(6) Assam Budget memo. 1945-6 P.16 


Digitized by PPRACHIN, SOA 


- 433 - 
Let us now look into the propriety of these sources 


of revenue partiicularly in the light of the war-time enhance— 
ments in the rates of the duties. Diverse opinions are held 
with regerd to the fees for the services afforded by the Courts 
of lawe At one extremes is the contention that the state is 
organiged to proteet the individual againat any infringement of 
his rights, and the services of the law courts should therefore 
be entirely free. Ths other extreme view favoured heavy taxa~- 
tion to penalise vexatious litigation. Gince resort to law 
courts, it is argued, is a definite sign of taxable capacity, 
there is ample justification for the state to obtain some 
revenue by taxing iitigation. Between these extremes there are 
others who hold that since a specific service is maintained for 
the benefit of the litigants, they should be made to bear the 
cost of this service and no moree The Taxation Enquiry Com- 
mittee was of opinion that while'the pitching of the scale of 
fees so as to produce a revenue just sufficient to cover the 
administration of civil justice is an ideal to be aimed at, 
financial considerations may justify the state charging gsome- 
thing kore, provided that the fees charged are not such as to 
cause substantial hardship to any class and particularly to the 
poorest litigants.’ (”? It was not however possible to test the 
position in India with reference to any guch criteria, since 
theré wag no actual records showing the amount of fées levied 
in the course of litigation and the actual costs of the courts. 
Fees were realised in a variety of ways and e large volume of “ 


(7) ‘Report: Para. 334. 
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criminal and revenue cases were entrusted to executive 
officers, who performed various administrative functions as 
welle Even with regard to civil justice, no definite informa- 
tion was available. The Civil Justice Comaittee in 19214 
examined the figures in the reports of ne edminigstretion of 
civil justice and condemned them as I EP and Ss rRoHeGus | 
The Taxation Enquiry Committee eguggested that & record should 
be maintained which should meke it possible to determine in 
every province the amount of fees actually levied in the course 
of litigation and the costs of the law courts. But there has 
been no improvement in the information in this respect. It is 
hardly proper that any government should depend upon the 1liti- 
gation of the people for any appreciable portion of its revenue, 
as the provinces of Rihar and Bengal did in the pre-war days?) 
The suggestion of the Taxation Committee that the judicial fees 
should cover the cost of the law courts and that the element 

of taxation should rather be small, may be accepted as a reason-~ 
able line of policy. From whatever evidence the Committee could 
obtain, it appeared to them that in certain provinces the fees 
colleeted.exceeded the expenditure, while An’ others the reve rse 
was the oege.(l10) The war-time deyelopmentsg do not appear to 
have brought about ehy, noticeable change in the position, since 
the increase in the revenue collected was Hot very different 


(8 Quota thda in Taxation Enquiry: Committee ‘Report. P.249. 

(58: Ln 1938-39, Bengel and Bihar derived 15%, of their revenue 
from Judicial stamps and fees Stee, wee onto under 
‘adminft stretion of justice". 

(20) Report. Parse. 5D. 
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from the increase in the cost incurred in maintaining the 
Courts of Justice.(11) In Bihar, which depended for a gub- 
stantial revenue from litigation of the people, the margin of 
receipts over expenditure was ratherreduced at ‘the end of the 
war. But in Bengal, the income from the feeg continued to 
exceed the costs considerably. In conformity with the gsugges- 
tion of the Taxation Committee, it is worth while for the Bengal 
Government to examine whether the fees are heavy for poor 
litigants and, if so, to reduce théms 

It has already been pointed out that the expansion in 
the stamp revenue was very largely due to the increase in the 
receipts under non-judicial stamps. BEéfore the war, about $ 
of the stamp revenue was realised under this “subhead, but at 
the end of the war, in every province the rion=-judicial gtamp 
revenue exceeded the collections under judictal stamps, and, 


(12) The receipts under 


in some of them, very considerably. 
registration were more than doubled during this period. These 
were important developments, the repercussions of which are to 


be examined. 
(11) Judicial .revenue and expenditure:— (Rg. lakhs) 
Province Revenue from judiciel Expenditure as shown 


gtamps. and. under the under ‘sdministration 
head. ‘administration of Justice’. 
of justice, - 


Bengal 196 2341 100 1 

Bihar 80 89 37 57 _ 
Bombay 82 1 67 89; 
Madras 127 163 93 129 
Punjeb 58: 8. ¬ 


As has already been pointed out,these eccounts do not shi 


the entire picture, but the general tendency im indicatétd 
hese figures 
(12} See Fost note (4) 
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Taxes on transactions are collected as (a) a stamp duty 
when a citizen has to use a stamp paper end (b) a registration 
fee when he is obliged to register the documents. The system 
of levying much duties on transfers of property end commercial 
transactions have been criticised by eminent economlste .as being 
highly unsound.( 17) They are oppressive. on necessitous persons 
transferring property, impose obstacles on ths development of 
trade and tend to prevent transfer of property into the hands 
of ‘those who are likely to make its best utilisation. In spite 
of tie adverse effects, these taxes have been adupted in daiffer= 
ent countries as pernanent features in the revenu¢ eystems, 
mainly on account of the ease and convenience of their collection 
T hs se taxes furtner have the sanction of long-standing custom ) 
and since %he payments are made in the process of circulation 
of property, the burden is not perhaps heavily felt. ‘But there 
is scarcely anything in this taxation to comend itself on the 
principle of equity. The value of the trensactions sub,p cted 
to such levies do not bear any necessary relationship to the 
tarxpaying capacity of the members of the community. In faqt, a 
persbn is veuvally obliged to sell his landed property only when 


(13) Adem-smi th: eritieigsed such taxes as béing tnequal in 
character ~ Wealth of Nations: GCannan's Edn. VoleIIePe35h7. 
M111 deprecated the taxes as throwing obstacles in the way 
of the sale of landed property and other instruments of 
production, obstructing the most adventégéoue use of proper- 
ty. Principles of Pol. Economy: P.859. 
Hobson condemned these levics es being restraints on trade 
and, in some instances, inflicting grave injustict. “Por . 
the most part they are the cumbersome relies of @ pest hips” 
hazard method of catchpenny improvisation which has ne 
plage im eny: scientific aystem of finence." — Taxation iK¥ 
the New State. Pel26. 
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he is in digtresse Even if it ifs assumed.that the incidence 
of the tax is on the parties to any transaction and guch trans- 
action. reflects their ability to pays, the tax does not satisfy 
the requirements of Justice. The rates cannot be progreasive 
because it is quite feasible te split up the transadtions. 
Even when they are proportional to the value of the property 
transferred, they ere unequal in actual practice, becsuse the 
rates are different in respect of different kinds of trens~—~ 
actions and properties of equal velue are ‘not sub ¢t to the 
same frequency of transactions. In certain cages, these taxes 
weré imposed at flat rates, because it was not easy to #scer- 
tain the definite value of the property at .the time of realising 
the duties, or an ad valorem tax would have led to considerable 
evasion. 

With regard. to the :eharges .for registration, it is. 
contended that the payment is made in exchsage for.a specific 
service rendered and, ég such, it is a tegitimate fee: for quid 
pro quo received... Such a contention may be valid only. Af. the... 
cherkes ‘are so aemall as to stand in-:close reletion to the gost 
of the service. provided and the :purehase of the service is ‘Jert 
to the free will of the consumer. In the cases oz transfer 
deeds where régistretion is optional, there may be Jugtification 
for reckoning the charges as merely a necessery fee, but it 
gennot be characterised as such ff respect of those transfers 
where registration is compulsory. The receipts undtr.registre- 
tion aré mich larger than thé cost involved in maintaining the 
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service. It is true that a specific eervice is enjoyed ‘by the 
parties concerned, but the charges consist of not only a fee, 
but e large element of taxation. When régistration ise compal- 
sory, and the levy igs high and proportional to the valué invol- 
ved in the transactions, the charges have tlhe characteristics of 
a tax and not a fee for mere registrations 24) 

In view of the adverse effects of duties on transactions 
on the one hand end the ease and popularity associated with uch 
taxes on the other, it is but proper that the clement of taxes 
tion should be as low ag practicable. The: Indian rates, éven 
as they were originally prescribed ,were higher than those 
obtaining in certain eadvenced countries. The duty in Tndie on 
transfer of property was ten times that in the U.S.A. The rate 
on the bills of éxchange was nearly double that in England and. 
nearly five times that in the U.S.A.e The difference in the 
case of bonds was even greater, the Indian-rate being four times: 
that in England and no less than ten timee in the United ‘states 
(2) “The registration fee represents the original trunk en 

wiitoh the findireet tax on property transfers has been grafted 
—- A.De Viti Marco: First Principles of Public Finance. P.35h4. 
™ Thé following ‘figures illustrete the positidna in India 

ଡ୍‌ the end of the ware. 


Re Gi otra tion (Rs. 00,000 | 


(25) Rates of fees: — 


Indie England ED Cand 
Transfers L.0% i.0% “` ` 10500 
B411 of ‘Exchange ° e O05 < O25 
Bonds oo e125% . O5K% 


(Tex.Enquiry Committee Report. Para. 284.) 
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Though the Indian Stamp Act was framed on the English model, 
the rates in India were thus in most cases much bigher. The 
framers of the Act were, of course, conscigus of the. heaviness 
of this taxation. Thies was defended on the ground that “the 
mass of transactions in, this country involve much pmalier 
amounts than goneral ହେଷମଃଞ ଖ in England and that the 
reduction of the Indian to the standard of English rates might 
result in a very serious coer Pics of revenue which the etate 


could not afford to bear. « (16) 


It may be said that at a time 
when the seope for direct taxation wag very limited ଛଣ ୧୩ 
other forms, of taxation were not properly developed, there wes 
some. Justification for such nigh, rates An India, from the 
financial point of view of the state. 

Under the reforms of 1919, non-Jjudiclal stamps were made 
a provincial subject, but the legislation in this respeot 
remained under concurrent Jurisdiction. Provinces were in need 
of more revenve and applied for the sanction of the Govemor- 
General to introduce legislation for EEE the stamp duties. 
The Govermment of India reserved certain instruments like ‘the 
bill of exchange for central legislation and permitted the 
provinces to alter the rates in respect of others as they liked. 
In consequence, before the introduction of provincial autonomy, 


im most provinces, the taxes on conveyances and bonds had been 


raised by 50 per cent. without any consideration of the adversé 


ao 


(216) Proceedings..of the Council of the Governor-General, 1868 ¬ 
ଏ from the Appendices and Index of T.f.C.Report: 
Pel30. 
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effects of euch taxation en the transactions concermd. Tt 
has ‘already been pointed out that during the war périod, the: 
rates were further linereased in ‘somes of the provinceds By 25%. 
The rates thus became erceedingly heavy in consequence. ‘Buder 
the war-time conditions of expansion in iuatsieas; the restrice 
tive -effects were not heavily felt, buat with the return of 
normal . conditions, the rates would prove .definitely -dete rrant . 
It is desirable that they ‘should be brmght down, and now thet 
various. expanding sources .of revenue have been tapped, tt 
would be quite feesible for the provinces to 'stend the 
sacrifice under stamps and registration. 
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(zg) Rc end Duties". 

Under the heed “other taxes and duties" were included a 
number of different types of taxes. Even before the introduc- 
tion of provincial autonomy, a few of them were levied in some 
of the provinces, but the proceeds were nominal. After the 
ministers assumed office in 1937, they searched for new sources 
of revenue to expand the sociel, serviceg in order to justify 
their existence and to comperisate for the loss of revenue arising 
out of the experimental measures of prohibition. Accordingly, 
some other taxes were imposed on the eve of. the war to augment 
the provincial revenue. All thege were, however, expected to 
yielé.only modest incomes and their immense! possibilities were 
then scercely visguelieed.e During the war, most of the provin- 
ces. adopted many of ‘these new taxes end their rates were 
increased from time to time. ~-At the end of the: war, some of 
these nvuw taxes come to show exceedingly encouraging remlts 
and the provinces could confidently count on thein for a 6ub-~- 
ntantial revenue. 

The following table shows the relative position of 
those different taxes: in the immediate pre-war year and the 
least ysar of the war periods. 
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The total revenue from the taxes given in the table for 
all the provinces hag been only 1.5 crores in 1938-39, but it 
amounted to more than 23.5 crores in 1945-46, constituting as 
much 2s 10 per cont. of ‘the total provincial revenue. From 
the beginning of the separation of ths provincial financegse in 
192@, provinces were always in need of additional sources of 
revenues , The war-tims development of these new taxes was 
therefore of considerable importance in as much aa some of 
them proved to be definitely produative and promising of further 
éxpangi one This overall description does not, however, bring 
out the correct picture of the development of these new taxes. 
The provinces of Bombay, Madras and Bengal made greater use of 
these taxes and derived. 12, 15 and .16 per cent. respectively 
of their total revenues in 1945-46. Thus these new taxes came 
to occupy a distinctly important place in provincial revenue 
and indiceted immenee possibilities. ‘Orissa was the only 
province where nons of these taxes was impoged either before or 
during the war. 30 far as the other provinces were concerned, 
the revenue from them varied from 2 pér cent..-in the “Frontier 
province to 7 per cent in Sind fn the last. year ofthe. period 
under réview, Tt”4s unfortunate that the amell: provinces, 
where the scale of expenditure on social services wat ecolmpara- 
‘tively low, did not meke greater use of ‘these taxes during ‘the 
war. It has already been pointed out that it was AOtprectic- 
able to expand social services very far during this period, 


even though revenue was not inadequate .( 1) But when the 


(1) fSiee Chapter Vi. 
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productivensss of gome of theese taxes was clearly demonstrated, 
it is only natural to expect that they will increasingly be 
utilised in all the provinces in ths post-war years for 
financing the nation-building activities. In view of this, 
it is necessery to exemine which of these taxes should be 
retained in the tax system and what modifications, if any, 
should be introduced in them. 

jhe mein taxes under the head ' other taxes end duties’ 
can be conveniently grouped as follows: 


. (1) amusement tax:- 


(a) entertainment tax 
(b)- betting tax. 


(i141) employment tax. 
{¢1£2) ‘urban immovéable property tax 
(iv) general sales tax 


(v). tax on the sale of selected, commodities: 
(a) motor spirit 


( electricity 
Cc) tobacco 

Hone of these measures of taxation was or could be 
éxpocted to be uniform in all its aspécts in the provinces 
where 1% was imposed. Every province will, of “course, 
formulate its scheme in accordanée with its- requirements ana 
in conformity with the. local circumstances, but nevertheless 
certain general features should bse incorporaied in these tax 


sehemes to bring them in line with the basic principlés. 
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(1) Amusement Tax. 


Taxation of entertainments has, .in recent years, become 
popular in many countries. Bengal was the first province 
in .India to impose this tax in 1922, followed by Bombay in the 
following year. Not long before the: wars, all the provinces 
except Orissa had imposed this tax. .Bntertainment tax is .a 
tax on luxury .and, as such, is & partioularly suitable meaaure 
of texation. It was thus a happy feature thst elmost.aii the 
provinces imposed this tax. The rstes varied from .one province 
to anether, ‘but the Usual system was to prescribe different: 
rates for the suecessive- brackets in Peep cc of the payments 


for simisaieon to places of entertainment. ‘in spite of the 


° @ oot Rates in: Medras 
where. payment for. Under Under AGt ¥ 
admission is - Act X of 1939 of 195 
Not. more than 2 as = 3 phes ~ 
Between 2 as & 6 as - 6 pies - 9 pies 
* 6.as. & 12 es - 2 ame. -h¥ af 
" l2 ess & Re 1 - 2 as —- 3 as 
n Rs lg & Rs. 2 = i as. ~~ 6 ୫ 
" Ra 27 & Ks 3 - 8 as - 12 as 
a; Rs 35 & Re hy - 12 as - Re 1-2 as 
‘w* “Ks ig & Rs 6 be Res 1 Ks ro ls 
h +e :f¥ & Re 9 - Rs 1% - Rs ¢ 
nN Re 9%F & Rs 10 - Rs 2 - ‘Ra 3 


Ra 10 and above - Rs. 2 for -the first ... Re 3 for the 

Ra- 10 & Rs 2 for next first Rs JO & 

Rs .10. or-part thereof Hs3 for the ; 
next RslO or 


part thereof. 


£ Under the Act of Under the Act ¢f 
Boshay - 1923 1945 
Hot nore than 4 as - nil - 1 enna 
Be tween lh as& 8 as - 1 anna - 2 as 
" 8 as & Rs} — 2 as - 4 as 
« Bl & Re2 = hk as - 8 as 
Re2 é& Ras 3 - 6 as i } 
Re3 & Re 4 - 8 as - Re 1 


cont'd on neaxrt Daze. 
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equity of the tax, it is scarcely worth having if 1t is not 
productive, and the tax, taking all the provinces together, 
brought in only half a crore of rupees in the immediate 
pre-war year. But the rate of the tax was increased during 
the war period in many of the provinces, ¢ and the increased 
money income of certain clagses of people induced them te go 
to places of éntertainment more frequently, so that in 1945-46 
the total revenue from this tax amounted to about 5 crores of 
rupees. Further, this large revenue wes realigseed ot a very 
smell Cost, becnuse the tax was collected from the proprietors 
of the places of entertainment. 

Et was sometimes contended that a certain amount of 
enterteinment is only a normal part of living and goes a long 
way in improving efficiency, and § as such, the poorer sections 
of the comunity visiting pleces of entertainment should not 
be subjected to taxation. Accordingly the Bombay Entertain 
ment Duty Act of 1923 exempted tickets below 4 annas and the 


Na ¢ 


(2) 


cont'd: z 

Bombay - Under the Act of Under the Act of 
1923 `“ : 1943 

Between Rs 4 re 12 ag | Rs 1 ~ 8 as 

¥ Re 5 &- Ro 7T‡ Re 1 - * 

* Rs 7F & Rs 10 Rs 1 - 8 a8 । Rg 2. 

(Atove Rs 10) for every : 

adaitional Rs 5 or part i 

thereof. “Re 1 Re 2- 

(3) gee footnote (2) ଫା 
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Bengal Act V of 1943, those below 3 enmnes from texatiomn.. It 
must, however, be recognised that in ‘the context of the low 
Standard of living of the Indian masses, a visit to a place 
of entertainment ‘16 a luxury end a Smell tax is quite & 
rsasonsble. The revised rates of 1945 in Bombay rightly 
therefore abolished. the exemption allowad before. In Medrafs, 
on the other hand, exemption was granted in 1945 where the 
payment for admission did not ନି two eannas.. in view of 
ths Indien conditione, it le not quite necesssry to provide 
any such exemption. 

An. important point for consideration in this connection 
ie whether the provincial governments should utilise the 
entire proceeds from ontertainment tax. Such a tax is purely 
local in character, and.-at least.a part of..the receipts. should 
therefore accrue “to. the local bodies. .. Tn Madras, 1t used to 
be a purely local Bource. of revenue. In 1939, the Local 
Authorities Entertalnment. tax Act of 1926: was repealed and 
the tex become ‘& provincial source of eG Local bodies 
which derived during any part. of the three years ‘preceding 
the: first of April, 21939, eny ‘income ‘from this tax were. given 
a compensation-.-amdcunting fo the. average receipts during the. 
sete Ih ne other. province was..a share in eny form given 
to them from this taxation. The Government of Madras sub- 
sequently realised the shortsightednees of de priving the local 


(4) Msdras Act X of 1939: Sec.l3. 
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authorities of this dourte of revemue end with effect from 
April 1945, paid them the entire proceeds of the tax minus 

IO per cent for collections. This was a step in the right 
direction. In view of the ‘neture of the tax and the financial 
condition of the local bodied, a substantial percentage, if 
not the entire proceeds, should be allowed to them in all the 
provinces. 

A tax on betting existed in Bombay from 1925 snd in 
Bengel from 1932. On the eve of the war, such taxation was 
levied in the U.P. and Assam. The receipte from betting are 
mere windfalls and, not essential to call forth or sustain 
any economic effort. These irregular incomss possess in an 
extraordinary degree the capacity to bear taxation. It is 
sometimes contended that such taxation fosters and le galises 
gambling in the state which is extremely undesirable . “The 
lottery*, it is eccordingly urged, “is without doubt one of 
the lowest and most unworthy sources of public revenue known 
to mane." 2 But unless there is complete prohibition of 
gambling and in fact if gembling is suffered to exist, there 
cannot be any forcs in this contention. Taxation does not 
certainly further the evil. “By no twist of the imagination 
can it be held that by being taxed and made lawful, betting 


5) Explanatory memo to Madras Budget 1947-48 «P39. 
6) Lutz: Public Finance: Pe271l. 


Digitized by PPRACHIN, SOA 


- 449 - 


(7) 
will be further encouraged®, Legislation is really 
regulation and not encouragement . Betting should ‘therefore 


be subjected to taxstion wherever the proceeds of the tax 


are likely to be worth while. 


(7) shirras: Phe science of Public Finance; P.681 
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(21) Bmployment Tax. 


Taxation of professioh, trade; calling snd employment 
was 6pecifically ‘assigned to the provinces by tle Government 
of India Act of 1935. = The Csntral provinces imposed such a 
tax in 1958 and Bengal in-the following year. The tax was 
virtually an adiitional income tax. Any person cafrying of 
“a profession, ‘trade, calling or employment in the prévinceé 
and -assee sed to -Gene ral income tax was subjected to this levy 
-at a umifora rate of Rse 26 ‘ea year in ‘the ‘C.P. and Ro .30 in 
Horgal. Persone with incomes fallfng within ‘the exemption 
“jimit -of income tax as well as those with agricultural incomes 
“wo Fe addordingly ‘excluded from the perview of this tax. 
Employment tax was a direct tex, mut it -Iscked the: prineiple 
of progression. It was not even proportional. lt was ‘thus 
in the nature of a poll-tax imposed on a certain section of 
‘the community. ‘There: is ‘nothing to commend such. a tax of » 
tie principle of equitye- 

‘Berngel.derived only 12 lekhs.of Frapees from this té& in 
1945=46 and €C.P. 4 lakhs. No larger ioamount:of reve was: 
possiblé "wken she rates. were so low, and: thé rates’ had to be 
low when 6very dsseosec Had to pay thé seams amount irrewpechiys 
of -hkhis income. “Thugs even fron.the revenues point of. view, it 
was net worth while imposing sucha. tax I 


(1) Govt. of India Act, 1935. Seventh Fobeawie Zon 46. 
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It is however quite possible that in future, the rates 
of the tax may be made progressive and then it will not orily 
bring in substantial revenue, but conform to the standard 
of justice as well. But there is 2 serious ‘complication 
involved in the probleme The tax will then become oa full- 
flédged general income tax. Two income taxes levied’ on the 
sane incomes by identical principles ~ ‘one by the Oéntre amd 
the other by the provinces = will ‘give rise to seéridus conflicts 
between the two layers of governments and impose hardship on 
fhe tax-payerse As it was, the proceeds of the income tax 
were shared between the centre and the provinces. Yt will 
therefore be an unhealthy eattenpt to develop €mployment: tax 
on the lines of the ‘income taxe 

‘The employment tax proposed in the United Provinces- in 
1939 was different in churacter from those in ‘Bengal and CePe 
Any person earning a salary of Rs e2500 ‘or more a year in 
service of any kind, under public or semi-public authorities, 
df Coupeny or a person, was to be subjected to this tax. It 
was not to apply to persons in professions or business, but 
was restricted to ssleriled persons only. The assesses were 
classed into income groups and ® flat rate was prescribed 
for each of the groups. The rates were falily kr OePes 


So far as the different income groups were concerned. 


2 ate of the proposed tex:= dncome Tax 
R8e 2,500 in 3.6% 
i Re. 10,000. = 6.5% 
Bs. ୫5 „000 10.0% 
Re » 500 000 = 36 o 6% 
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It was thus virtually an income tax with a slightly modified 
structure. The grave injustice bf the proposal was that it 
was intended to penalise only a particular kind of income. 

As a parallel income tex, it was Nécessarity to éncroach upon 
tte céntral field. After the blll wags passed by’ the provincisl 
legislature, the Governor reserved it Pir tne consideration 
of the Qovernor General, who ନ Téferred the matter to 
the Secretary of State. The British Parliainént theréupor 
amended tte constitution Act by providing that such & 
provincial fax shall not exceéd Rs. 50 per annum for any tax- 
payer.(3’ The U.P. ministry then Aroppéd the proposal. 

It is 8ssutisfactory to note that no other provincial 
government imposed or’ proposed any employment tax during the 
period under donsideration, and in“yiéw of the undesirable 
complications involved in such taxation, Bengal and C.P. should 
do well to repeal their Acts, with scarctly’any eppreciable 


bBcrifice of revenue. 


as 


(3) 8eexw lol (I) of the 1935 AGt.: 4 
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(111) Urban Immoveable Property Tax. 


A tex on urban imiovesble property in certain dreas 
was imposed in Bombay in 1939. ‘This was applicable to the 
Bombay city end Ahmedabad, where lands atid buildings wére 
subjected to a levy of 10 per cent, of the. annual letting value 
if it was Rs .2000 or more dnd 5 per cent,if less. Properties 
bélonging to public authorities or utilised for worship or 
charitable purposes were excluded from the ‘scope of this tax. 
In 1940, the PMumjab imposed such a tex at - the rate of 20 pet. 
of the enmnual value of land and buildings ‘sf tuated ‘fn’ certain 
rating areas. Xxemptions similar to thosé in Bombay were also 
provided in this province. 

One of the most important sources of revenue for the 
municipalities in India has ‘been the taxation of immoveable 
property. Agricultural land within muiietpal limits in almost 
all provinces was subject to municipal taxation in sddition 
to the land revenus payable to the provincial government. Non- 
agricultural land without any houses attached to it was also 
subject to taxation in certain provinces. In Madras, Bombay s 
Bengal, Bihar, ASsam and Orissa, lands and buildings on them 
were assessed together and the tax was a substantiecl source 
of revenue for the municipalities. 

The urban lmmoveable property texes in Bombay and the 
Punjeb therefore encroached upon the field of mmnicipal 
taration. In fect the local bodies were entrusted with the 
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collection of this tax along with their own dues. As it waSs, 
the municipal sources of revenue were exceedingly limited 

and ‘it is therefore hardly desirable that the provincial 
governments should thus arrest any possible expansion of an 
important source of revenue for the local bodies. The 
ppoperty in question benefits ‘largely ‘from the activities ef 
the municipal euthorities, ani it is proper that the tex 
should be left for the use of the local governments. FPurther, 
there is no reason why ‘only certain municipalities should be 
penalised, ‘where the provincial property-tax is levied, while 
the others remain maffected. Property tax is no -dovbt 
productive and the Province of Bombay realised more than one 
érore of rupees in 1945-46. But-it is advisable that ‘the 
provinéial governments should withdraw from-this field; Jearing 
it entirely fof the mimicipal authorities. 
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(iv) Generonl Sales Tax. 


A general sales tax is a system of sales texes imposed 
on commodities and services aut more or less uniform rates 
and with more or less uniform exemptionse Like customs and 
excise duties, it is thus san indirect tax and has all the 
merits and dravbacks of guch taxation. Due the 19th éentury 
and the early years of the 20thw, sales taxes generally 
speaking were absent from the tax systems , though there were 
some discussions with regerd to their practicasbilities and 
weaknesses. when the world war No.l ended in 1918, the seeds 
of general snles taxation had already been planted in Europe. 
Germany, France and then many other European States in quick 
succession adopted this taxation, under the pressure of heavy 
war and post-wsr expenditure, which could not be met from the 
existing taxes. During the depression of the thirties, sales 
tax found its way to certain other states as well. The 


persistent disapproval by economists did not halt the advance 


± $ Ce 


of this tex, which came to be utilised eas a normul source of 
revenue. This new taxation spread rapidly over the world, 


Bo that by 1935, 30 Bas one hod imposed sales taxes, besides 


ଖଟକୁ ଏ କକ ଚା 


a large number of atates in the UeSeAe During the last 
war, it came to be increasingly utilised, contributing a zor 
part of the public revenue. 


A general sales tax is necessarily regressive in character. 


wf ଉଠ ୫ - 4 ଳା ହା a 


( 1) -P Bice g Seience. of :Publie Finsnee.: Re 607; ହୁ ® a 
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Gross expenditure is a crude basis of taxatione The greater 
the income of a person, the less is the proportion be spends 
and the larger the percentage he eaves. The sales tax which 
is a tax on expenditure igs therefore faulty with regard to the 
distribution of the tax burdene It is possible to impose 
higher retes on articles of luxury, but apart from the admin- 
istrative complications, these can seldom be made heavy enough 
to counterbalance the regression. The general geles tax 
imposes particwer hardship on a person with a large femily and 
cannot make any differentiation between earned and unearned 
incomes which is recognised as an essential feature of the 
modern tax system. This tex. is usually confined to transactions 
in tengible property and excludes all personsl services. The 
richer classes are generally the- consumers: of such personal 
services, which are left. free from the tax... A general sailos 
tax. therefore hecoames highly regressive in its operation. 

In the above discussions, it. is assumed. that a. general 
-sales tax ig phifted on to the final consumer.. This is not, 
‘howe¥er, always the cage, and particularly not in the short 
pertsae Phe ‘more mobile. the investments in the taxable field 
and the. ene inelastic the demand for the taxed commodities, 
the easier is the adjustment in supply end therefore the shift 
ing of the tax ‘to ‘the consumer. To the extent, the tax is riot 
shifted, it imposes unequal burdens on different types of 
businesteés according to ‘the nature of the turnover. ( 2) 
{3) Eig. A dhe percent. turnover tax on a jewellery shop ig 


rather low, bacaupe the turnover is atlow; the same rate Gi 
a tobacedo shop is heavy, because the turnover ie rapid. 


Digitized by PPRACHIN, SOA 


- 457 - 

The sales tax has been a comparatively new comer in the 
modern tax systems. It was imposed in times of fiscal emer- 
gency. Experience in many countries after the first world war 
showed that it was both productive and practicable under favour- 
able circumstances. Unce introduced it came to stay as a normal 
and permanent source of revenuee Jn spite of its inequalities 
and the undesirable burdens, it remained as an important 
feature in the tax Bystems, hecause of its productivity, for 
"in practical taxation, fiscal adequacy is stronger than 
justice." (2) 

Following the prevalent, British ideas of taxation, there 
was no sales tex in India before the introduction of provincial 
autonomy. The Government of India Act, 1935, made this i \ 
provincial source of revenue, and the province of kadrags imposed 
a general sales tax in June 1939.( Bengal and the Punjab 
levied such taxation in 1941 and Bihar in 19k, (5) No other 
province utilised this tax during the ware Although in ell 


(3) Buehler: Public Finance: Pe5il. 
™~ Mere was a chenge in the attitude of economists towards 
this fruitful source of revenue. They did not advocate 
‘ditwerding the tax altogether, but utilising it along with 
the progressive direct taxes. 
© “aed F.Shirrds:; Se, of Public Finance. P.619. 


While disapproving ‘cf gveh.a tax for Bngland, the Geolwyn 
Committee remarked that “the adoption of .a turnover tax An 
‘place of any part of ths direct tax would be a reétrogroede 
step.” Para. 1031. (Underlining mine.) But that would not 

exelude the possibilities of euch a tax along with the 
further steepening of the progressive taxes. 
(4) Act IX of 1939. 
(5) Bengal Aot YI 29h; Pumjali‘A¢t IV: of YOY SHA Bitar Kab 
VI of 19M. a 
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these four provinces it was a tax on the total turnover, there 
were certain important differences among them which are morth 
noticing. 

All the four provinces exempted emall vendors from the 
scope of this taxation. In Madras, dealers with turnovers of 
less then Rs. 10,000 a year were exempted and those with 10,000 
to 20,000 were gubkcted to a flat rate.(©) In Bengal eny 
seller importing goods into Bengal or himself producing or 
manufacturing goods was exempted if Ho turner was Jess than 
Rs. 10,000, whereas for others the aimit was fixed at Rs. 
50,000. In the Punjah, the exemption limit was originally 
5,000, which was raised to 10,000 in 1942, and dealers with 
turnovers of 10,000 to 20,000 ware taxed at a low rate. In 
Bihar, the limit was low, being 5,000 a year. These exemptions; 
applied to small vendors, were necessary from the point of view 
of adminis trotive considerations, while affording a desirable 
concession to sellers in villages and smell, towns, and to 
small merchants in cities. ve the limite were hp acere ent, 


provinses. 
ot gr 


Th order to minimise the rigours of regréssion, prime 
necessaries are’ “Pre dquently ‘exempted from the scope of general 
sales kas? The Bengal Act excluded s large number of goods 
comprising of different kinds of foodstuffs, kerosens, shoes, 
and the like, and agriculture) implements and Toros rer 
Under the axanding Act (X) of 19k. dealbre with turncwers 
between 10,000 and 15 „ ଠ00 peid Rs.8 and those with urna 


to 20,000, Re. 12 a month. 
(7) Buehler: Op.Cit. P5053. 
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from the application of thie tak. (©) Similar exemptions were 
allowed in the Punjab, while the Bihar Act made provision for 
the Government to declsre e list of free goods. In Hadras; 
on ‘the: other hand, no such exemption wat allowed. It ig true 
that such exemption considerably affected the yield, but it 
was certainly desirable to exclude the prime ntcestartes. in 
order to minimise hardship. An all these provinces, articles 
like tobacco and motor spirit, taxed specifically at higher 
rates were exempted from the’ general salés tax. Hanf-wovéh’ 
cloth was exempted and so also fermers' selée of their own 
produce . In ‘order that the tax would not operate-as @ hHind—. 
rance on the locnl manufacture in competition with. the: products 
elsewhere, comnoditiés eent cut of ‘the ‘provirice were either 
completely exempted or allowed a cértain rebate. All these 
exemptions necessarily involved aaniriistrative compli cats ons: 
in’ esparating tafable transections from rion-taxable ones, Ut 
they were nevertheless Hecsssary ‘1H any scheme- of gorerel ‘Gules 
tatation. $ 

The rate OF the tex in Médres wes ofiginelly 4. pew cent. 
whiGif wis Lowered to 4 percent. efter the Congress mi nts tres 
VE and Antreased subsequently ‘to 1 percent. in 1943. 
In Bengell;” #6 Sikes raised from I pice in thé rupée in 1941 t6 
I pice in 1946, fie ft6 6h. In view of ths Tong list ef- 


ress gr 


éxemjitions, the higher rate in Bengal cannot be said to have 
been excessive. In Bihar, ‘the rate was 13 per cent. while in 


(8) Sohedule to. the Bengal Act YI of. 294s 
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the Punjab, where the tax arouséd a good deal of controversy, 
it was fixed at a very low rate of 4 per cente Whether the 
rate is heavy or not depends largely on the exemptions s1lowéd 
and it cannot therefore be said that the ‘Boengal rate wes 
excessive compared with thst of Madras. In faét the system 
.Adopted in Bengal was appropriate and should be followed by 
whichever province introduces a general ssles taxation. 

It has already been pointed out that the real merit 
of a general seles tax is ite productivity. From that point 
of view, it fully justified iteslf in-Iniia. Among-the néw 
msagures :o0f taxation introducsd by the ‘provinces on ‘the eve of 
or during the war, tlils tax proved by far the mést productive. 
In 1945~h6, Madras obtained more than 6 créres of rupees and 
:Bengal more than 3 crores, which were substantial edditions to 
their revenues.( ?) It is ohly natural -to expect that in the 
post-war years, every province will adopt this taxation when 
its revenues. possibilities have ‘been exiply demonstrated ‘during 
the war years. It will be ‘desirable for them to conform to 
Whe principles embodied in “the Bengal system regarding the 
rates-and exemptions. The:.niintimm turnover exempted In Bengal 
in respect of certain dealers was 50,000 rupees which was 
rather too iti. A Limit at RAs. 10,000 18 good encugh to meet 
the desired relief: ani make the eystem administratively suo- 


(9) see Table 68. 
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{V) Sales Tax on Selected Commodities. 


While the general sales tax is regressive in character, 
taxes on the sale of certain specified commodities may be Bo 
devised as to impose the burden on the comparatively richer 
classes. Articles of luxury are obviously suitable for this 
purpose. In such cases, however, if the demand for the com- 
modity ia highly elastic or close gubstitutes are available, a 
high rate of tax will necessarily defeat ite productivity. In 
selecting the commodities and determining ths rates of the tax, 
these considerations have therefore to be always taken into 
account. Conventional necessaries, the demand for which is 
meh less elastic, are particularly suitable for special. tax- 
ation, in order to realise any appreciable amount of re yenue . 

A tax on such commodities, unlike those on luxuries, will, of 
course, hit the poor as well as the rich. But any ehrinkage 
in consumption of conventional necessaries resulting from .sach 
axa on willl not be detrimental to the health or_ well-being of 
the people. Taxes on the ssle of certain articles of luxury 
and conventional necensaries have therefore come. to gccnpy & 
recogni sea place in the tax eystemse. 

selective sales taxation was not imposed .in India before 
the introduction o£ provincial autonomy and the Act of 1935. 
aseigned such taxes to the a These taxes clearly 


2) Gov't of India Act, 1935+ 7th schedules ରହନେ: | 
¢ ) Legislatiye list: Item No ole. sf 
“Taxes on the sale of goods end acvertlsement.® +7 
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resemble excise duties, whlch - were, on ths otherhand, left 

with the central government. Sales texes, of course, aré 
imposed on. the top of the eustoms and excise duties levied on 
the articles concerned. Nevertheil€ss, the distinction intro- 
duced by the Act of 1935 introduced overlapping tax jurisdictions 
between the central end the provincial authorities. 


Motor Spirit. 


Motor vehicles come under ‘the category of Tuxiri6s end 
particularly’ so in India, where their usé Is cenfirmed t6 the 
Very well-to-do classes. ‘The central provinces imp@sed,- in 
1938, a tax at the rate of 5 per cent. ém the retail ealés of 
motor -epirit and lobricants. Ths Government of Indis contested 
this as being an ‘encroachment Wpon the contral sphere,(¢?! end 
as’ sucli, ultras virés of the provincial légisitature. The matter 
wis “thereupon ‘brought before the Federal Court for decision. 

It was the contention of the central government that the con~- 
stitution empowered the provinces to levy aii turnover taxes 
and not taxes on selected dommoditiés et ny stige: whiitsoover:- 
prédiotion, -matufacture, or sale. The O.P. U6verambnt! ge tax 
on meteor wpirit:’was really the teat case to decide’ the constitu- 
tional position-with regard to soles taxes on golected come 
modi ties. The Federal Court rejected ths. contention-of: the: 


ceontial government end held ttiet under ‘the provistons of: the 


(2) ast ef L9351: 7th Behe Item Hech5. Fede legelist.” ବକ । 
Duties of excise on tobacco and other goods manufactured ° 
~ 9୭୮ _ a in Indjaers," Oxcept slcohols, narcotics, ¢toe. | 
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Act of 1935, the rrovincial government could impose a tak ‘on 
the wholesale or retail sale of eny specific commodity, ahd, as 
such, the tax on motor spirit, end lubricants imposed in CeP. 
was within the rights of the provinéial legislature. > 

Soon efter this decision, the tax was levied, in- 1939 ,- 
in ali the provinces except Bengal and Oriéss, and Bengal 
imposed it in 1941. It was a tex on motor spirits in all these 
provinces, but the Central provinces aiid Assam included 
lubricants as well. The rate of the tax varied from > ‘amnn& 
to 2 annas per gallon.(!) ‘In C.P. the levy was, however, at 
ths rate of 5 per cent of the value of the sales. ‘fhe colléc— 
tion of this tax was easy and inexpensive, because the- gelé’ of 
motor spirit was well-regulated and in the bands: of & amall 
number of dealers. The tax produced a 'revénue of 3.8 crores 
of ripees for all the provinces and wag thérefore & fruitful 
source of revemie . 


Electricity. Duty. 


A duty on electricity existed in Bombay from 1932, when’ 
sind formed a part of this province. Bengal kaa titw duty 
from 1932 and Madras imposed one in 1939. Ths rates were 
revised in Bombay and Sind on the eve Of the war and so also in 
Benge) in 1943. So far as the other provinces were conctined, 
two of them had such duties before the war broke out and all 


(3) The Federal Lew Journal of. Indio, 1936. VoleII. . 1 & 2. 
Pe6 oe 


(4) Bengal increased the rate to 3 emnas in ios 
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the rest except Orissa imposed euch levies during the war. 
But except in Madras, Bombay, Bengal and Sind, the revenue: 
realiged from this tax was only a few thousand ‘rupees. >) 

This duty was objected to on ths ground that conatimp—,. 
tion of electricity was an urban necessity and entered into the 
family budgets of the rich and the poor alike including the 
labouring classes. Thig contention was, however, unwarranted 
in view of the nature of the levy. When the poor villager. 
had to bear the import and the excise duties on kerosene, thers 
is no reason why the urban resident should not legitimately. 
bear their counterpart, while enjoying more comfortable Jighting 
facilities. Further, under the Bombay Act ‘of 1939, consumers. 
using less than 12 units a month for iight and fan had to pay 
one enna per wnit, while thos, using more paid at the rate of 
1} amnas. The Bengal Act of 19453 exempted altogether cor 
suniptions not exceeding 15 units. Madras, however, did net: 
have any exemptions and charged a uniform -reate of half en. ans 
per unit on all unite eold for more then two annas per unit... 
In view of the exemptions or lower rates for small consihtpti@mmsp 
there ts nothing to complain dgainét ‘the duty ox electitcfhy .... 
on grolinis ef equity. 

A point for consideration is whether. the duty on 
electricity ehéald ‘be ‘utilised by the provinetel. governments. 


4 


The .consumpti on. of electricity ଆ କଳି 4 ଲି to certein ) pertiedor, 


a 


5) Farle 68. | a “ଓ 
(6) Vekil end Patel: Provincial finance unger Lemond ` ଶୁ" 


Peo io pF 45 Se 


Digitized by PPRACHIN, SOA 


- 465 - 
local areas. It is therefore in fitness of things that the 


yield from the duty should accrus to the municipal fiscg. 
Tbe revenue was not of any appreciable consideration for the 
provincial governments; but it would prove significant for the 


local authorities. 
Tobacco. 


Although tobacco has long been re garded ag a guitable 
object of taxation and its possibilities in India were enquired 
into from time to time, administrative aifficulties seemed 
always tp be insurmountable. The conditions under which 
tobacco was produced in India and the different stages through 
which it pessed into final consumption were so unregulated 
that it was considered impraoticable to impose a levy at any 
stage in a gatisfectory manner. in their search for additional 
Jevenue, the ministers in certain provinces attempted to obtain 
some reyenue from a sales tax on tobacco.(?) By the end of 
the war only six. provinces, Vis., Madras, Bombay, Punjab, CePe, 
NoWeF,s $ and Sind had recourse. to this selective gales taxation. 
To pyoid the administrative complications involved, the tex was 
levied as Jump gum license fees on the dealers in all the 
provinces except in the province of Hadras and the Bombay city. 
Ths fees prescribed were different in respect of wholesalers 


(7) In Bombay city a dealer in tobacco had to obtain ea license 
under the tobacco duty Act of 1857. From one rupee, the 
-14censt- fee was increased in 1958 to emounts varying froas 
“DB. 25 £0 Rs. 50 according to the quality of the tohbecceo 
. Licensing was extended to dealers outside the 


sod, 
City in 1933. 
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and reteilers snd, in come places, the dealers in the towns end 
villages. In the Ge.Pe, A complicated. device was introduced to 
vary the fees with reference to the ennnal rental. values of the 
shop premises. Madras introduced a systematic measure of 
tobacco taxation. A two per cent. tax on turnover was imposed 
on wholesale dealers of manufactured tobacgo. Retailers in 
such tobacco with a turnover exceading 400 rupees a year had to 
pay at the rate of 3 per cent. on the. first, 400 rupees and 10 
per cent. on the remainder, end those with leas then 400 rupees 
were charged at certain flat rates. 0? Besides, wholesalers 
in both manufactured and unmanufactured tobacco had to pay 
license fees varying from Rs. 50 to Rge 100.2) 

It ie quite probsble that the working of the Madres 
eystem would have indicated the way for the. other provinees 
to impose comprehensive meagures.of tebaceo taxation. But the 
central government imposed an excise duty on tobecco in 1943. 
The rates were increased in 19 end further agein in. 1945. (20) 
This wag an ad valorem tex and more, systematic in operations 
with the 4Ampesition of this tax at feirily high rete, it became 
a matter of, great hardehip to continue ths previngiel.imposte.- 
Accordingly. by Agreement, the provingisl.texes were eholished 
in April 194 and the .central government. compensated the 
provinces concerned .for the loss of this revenue. 

This arrangement could hardly be considered satisfactory. 


ଞଞ -- କା PET - pT 
7 aD 


8) Hadras Act VIII ef 19591 Bece (i). | 3 oF 
9} Ibias Bec. Ho ଡାକ fost ଦା 
(10) See Ghaptér VIII 
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Provinces which had not levied tobacco taxes might have im- 
posed euch taxes after April, 1944, ‘and: those which had, might 
have increased the retes or made the measure more comprehensive 
after that date. But the gcheme of compensation was determined 
with reference to the produce realised in 1943-44. This sort 
of arrangement is very likely to produce inter-provincial com- 
plications. If the provinces are agreeable to leave the field 
for central administration, it will be a proper arrangement to 
distribute a definite percentage of the produce among them all, 
on the basis of population, which ls ebviously-the only .reason- 
able criterion for. allocating the proceeds of en indirect. tex. 


The war-time developments of eel¢ctive eales taxes 
indicate the possibility of their further extenslon when. 
eircumstances pernit.e Petel leaf, for ingtance, in certain 
parts of India, is eas mch a conventional necessity as tohacco 
and, as. guch, & mitable article for taxation. A selective. 
-zales tax may be imposed on this .article, Af it is eadaministrea- 
tively feasible. Taxes on the sale of motor cars, motor 
cycles, gremophonegs, redio sets, photograph filme apd the. iike 
may also he attempted, where they .are likely to he productive.(1l 
In any case, during the period of the war, the ground wep 
aefinitely prepared for the utilisation of Sales texea on 
selscted commodities . 


{21) Assam had texes on the retail sales of motor cars, moter 
“°° cycles and wireless sets, Lit the revenues realised was 
very small. 
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The judgement of the Federal Court in the matter of 
sales tox on motor spirit upheld the right of the provinces to 
impose selective soles taxes alongside the central excise 
dutios, and thereby established a conourrent jurisdiction with 
regard to internal indirect taxotion. Afithough the issue was 
settled from the legal point of view, in actuel taxation, com- 
plications ere bound to cron HB The Chief Justice of the 
Federsl Court accordingly ernphosised the need for mutual fore 
bearance with regard to cormodity taxation, In the case of 
the tobacogo duties, the central and.the proviscial taxes to 
gether, would have impossd great bardship and it was by comsent 
that the provincial impost was abolished. It was provided in 
the Act of 1935 that if the Indian legislature so determines, 
the proceeds from ‘the excise duties may, wholly or in part, be 
distributed among the provinces. When this comes to be 
rsalised there will be not much conflict of interest in respect 
of the excise dutios end the selective sales tares.e As long 
as it is not feasible for the centre to assign the entire 
excise revenue to the provinces, there should be a working 
uncorstanding between the centre snd the provinces that if a 
certnin nortion off the proceeds of a particular excise is 
distributed among the provinces, they should refrain from 


utilising the some commodfty for further tearation,. 
ernreprtorasaaemeerengareerenenvatarnanae areas rrr arsenic lanai rere areata area 
{12) Act. of 1935. Sec. 140 (i). 
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General Eetimate of the Provincial 
Revenue Position. 


The war veriod saw a remerkable transformation in the 
financiol position of the provinces. The rapid expansion in 
their revenue waa en outstanding development during the period, 
which brought about unprecedented financial prosperity. The 
following table shows the magnitude of this exnanesion in the 
different provinces i= 

Table 69 


Frovincial Revenue 


Revenue An lakhs of Rs. 


(b) as multiple 
of (a) 


NNO NNN nN NNW 
Li ° ୮] ୮] ୮] ୮] L] ° © .o 
ONO NUN OD Hut “D000 


Notesi- (1) Excluding the special grant of 8 crores from 
the Centre in 1945-46. 


(44) Including the subvention of 105 lakhs whieh 
would have been received, had it not been 
adjusted against the loans from the Centre. 


From 85 orores in the immediate pre-war year, the total 


provincial revenue increased to more than 222 crores in the 
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last year of the period under consideration. This enormous 
increase of ag much as 160 per cent was an unusual event in the 
history of the provincial finances, which would have been looked 
upon as fantastic before the war. Following the outbreak of 
hostilities, there were successive rises in revenue year after 
year. The increase was not duite so pronounced 4§ill the 
Jepanese entry into the wer, but thereafter if assumed outstand- 
ing proportions. 2 Every year during this second phase of the 
war nerilod, 1t was thought that the 1imit of expansion had been 
reached, but each succeeding year showed still better results. 
The increase was secured under all the different heads of 
revenue, though in considerably different degrees. The sub- 
stantial increase in the amount obtained from the provinoilal 
share of income tax wae an outstanding factor in this expansion. 
The rise in agricultural prices and consequent improvement in 
the purchasing power of the agriculturists, the large war orders 
for. small scale industries and the increased money Ancome arising 
out of employments connected with the war were responsible for the 
improved receipts under all the different heads. The increased 
utilisation of provincial resources also reflected itself in 
this expansion. In addition, most of the provinces increased 
the rates of some of the exiating taxes and had.recourse to 
certain fresh measures of taxation. fhe unforeseen expansion 


4n the provincial revenue during the war period wags a result of 


all these factors together. a 


(1) See Table 7 in Chapter IV. 
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It may be asked whether the expansion in revenue was at all 
a real improvement in view of the enormous rise in prices. The 
index of wholesale prices in 1045-46 was 145 per cent higher 
than in 1038-39; ‘the increase in revenue in 1945-46 was about 
160 per cent over the pre-war level. This might suggest that 
the imnrovement in revenue was in effect trivial. But euch an 
inference overlooks the important fact that rise and fall in 
prices do not affect government finances An corresponding 
proportions. The price level in India, no doubt, increased by 
145 per cent, but the effect of the rise in prices on the 
expenditure of the movincisl governments was very small in 
comparison. In the analysis of provincial expenditure, it has 
been pointed out that the governments incurred an adéitional 
expenditure of about 12 per cent An 1945-46 in paying cost of 
living allowances to their employees. (2? For the various 
articles purchased by the governments, higher prices had to be 
paid; but the salaries paid to the employees constituted the 
major part of the total expenditure, There wae considerable 
expansion in social and economic activities as well as security 
services. Besides, as will be presently shown, there were large 
revenue surpluses in almost every province, The improvement in 
revenue in real terms was not as great as the revenue figures 
show, but it was outstanding indeed, because of the fact that 
the rise in prices affected expenditure to a very small extent. 


From 1921, when the provinces came to have a completely 
Cc REP " 
(2) See Chapter VI, (8) Provincial Expenditure. 


ae fro 
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separate purse, till the outbreak of the war, the common complaint 
was financial stringency, Extension in social services had to be 
Very much restricted on account of inadequacy of revenue. The 
period was charactericed by stagnation of revenue and the 
provinces had to contend with tmnbalanced budgets. "Most of the 
provinces feverishly pursued the policy of attenpting to balance 
‘their budgets at all costs." (3? ° They were generally shy both 
of’ increasing the olé taxes and of introducing new ones. There 
was, of course, a definite change in the attitude after. the 
‘introduction of provincial ‘autonomy, but, even so, by the time 
war broke out there had been no material change-in the financial 
position. 

The war-time developments radically changed the situation,. 
In pre-war years. it was elweys & eerious problem as to how to 
adjust the demands made for new expenditure by various departments. 
There was. never money enough to: go round and it was a difficult 
departments. This was no longer a problem during the: war. Not 
only. d4&a it become possible to satisfy’ all demands: without éure 
taiiment, 4 but large surpluses were left over in spite of the 
very mueh increased expenditure, The nightmare of deficit 
budgets vas replaced: by a rosy picture of affluence: 


— A 
ଏ 


{3) BR. Misra: Indien Provincial Findnce, 1921-39: P.296.. “ 
{4) he Punjab Finance Minister clearly sald 26 ebout. the “4? 
a co rosperoue pont Clon. _ Budget Speech 1944-45: Punjab Leh. 

Debates T.3.44: P2953. a ; det 
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The following table tells the story of the financial 
prosperity of the different provinces during the war. 
Tabie 70 
Provincial Surplus (+} or Deficit (=) 


(Rs. lekhs) 
Pro- 
vince 1938-9 | 1939-40 {1940-1} 1941-2] 1942-5 {1943-4 [1944-5 945-6 
Madras | +3 ୫29 +୦3 | +88 । +125 - +1 - 
Bombay -35 ¦ +31 ।¡ +87 | +161 191 {+371 {+306 +8 
Bengal -¥ । ଦିଆ =-91 -56 -33 = 303 a 
U.P. - +7 +1 £2 ଙ୍ଗ 2 
Punjab -A4 -37 ¦ +69 +64. oo 
Bihar +31 +12 +30 #54 +311 
 CeP. -44 | 433 +30 #20 +11 
Assam -A1 1 416 -3 —- 
NeWoP. +3 -4 +୨ | +22 +16 
Orissa +1 +4 +11 +1 +17 
Sind +24 .$+2A +15 +2 +1 
otal 
Sr ୫62 +202 +321 | ୫452 114A 


Total 


Deficits = 25 


-3164 
I PN PI 
Burplus 
br Deficit] -102{4+161 613 4946 +390 41119 


It mey be seen from the above table that every province had 


a period of continuous prosperity, with the one exception of 
Bengal, which had large deficits in the years 1943-44 and 1944-45, 
on account of the severe famine. The- Sind finances would have 
shown large surpluses during the last two years of the period, 
but for the fact that the provincial government paid off the 
barrage debt which was scheduled to be repaid over a long period, 
and adjusted the Central subvention of 105 lakhs a year to that 
Further, the figures for the provinces given above 


account, 
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do not present a correct picture of the actual surpluses. Large 
sums were transferred to funds built up for the purpose of post- 
war development, which were accounted for in the finanoial etate- 
ments under expenditers. 7’ Had it not been for this accounting 
arrangement, the surpluses in most of the provinces would have 
been much greater, Thus while the Government of India was faced 
with large deficits for financing war expenditure, the provinces 
enjoyed comfortable surplusee. 

In the face of such large surpluses year after year, why, 
it may be asked, was it necessary to increase some of the existing 
taxes and have recouree to fresh taxation? In Sengal, of course, 
the need for additional taxation was imperative to finance the 
inoreased expenditure on relief and rehabilitation. But tn 
other provinces additional taxation was not imposed ‘as revenue 
measures. During the second phase of the war, the Indian 
economy had to face acute inflation. Yarious devices were 
adopted to reduce, as far as possible, the rigours of this danger, 
The additional taxation by the provinces and the building up of 
funds for post-war expenditure were contributions to this attack 
on inflation. The provinces did not make any secret of it and 
some of them clearly stated that such was the policy underlying 

(6) 


‘the measures of additional taxation. There were critics who 


(5) See Chapter VI - (B) Provincial Expenditure. 


6) U.P. Financial Adviser's note on the budget of 1944-45 end 

45) explanatory memo. on the budget of 1946-47, Vol.II FP.A40. 
Explanatory memo.: Bombay Budget 19%5-46+ Bengal got 
Speech 1943-44} L.A. Pebates 14.9.43, P.43. 
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disapproved of these imposit ions as anti-inflationary measures . 
This attempt in the provincial sphere was, no doubt, far from 
being simificant in stemming the surging tide of inflation. 

But it was the right budgetary policy to mop up as much of 
purobesing power as nnssible and put off postponable expenditure 
to future years. Along with other devices adopted for fighting 
this inflation, the provincial policy of taxation contributed 
its humble share. 

The complete soparation of resources between the centre 
and the provincos introduced winder the M/C reforms had proved to 
be mn unsntisfnoetory arrengement.e The scheme of financial dais- 
tributicn made mder the Act of 1935 aimed at rectifying the 
defncts ns far cs practicable wnder the elrcumstnnces,. There is 
ne doubt that this was a definite improvement on the previous 
nrronazoment ». 7 But it was in operation for barely two years 
when the war intervened and therefore it is difficult to say to 
what extent, in actual working tmder normal circumstances, it 
would have solved the problems of provincial finance in India. 
As it was, the war-time dovelopments went much further than was 
visualised at the time the financial distribution was effected 
in rectifying certain shorteomings of,the previous system; but 
it nlso creoetly magnified certain other drawbacks, Under the 


(7) The increased taration was described as "indisoriminate 
levies of All kindS «.. in the name of anti=-inflation.™ 
Eastern feonomist 4.4.44, P5611. 

(8) See Chepter Il. 
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Meston settlement no power was given to the provinces to tax in=- 
dustrial activities and therefore the industrial provinces were 
handicapped as against the agricultural onese The large share 
from income tax that went to the industrial provinces during the 
war turned the scale very much in their ନ our. Under the 
previous system almost all the elastic sources of revenue, which 
responded to economic development, were with the Central govern=- 
ment, while the provinces, with’ rapidly expanding needs, had 
static sources and suffered from chronic inadequacy of revenue . 
A 50 per cent share of the proceeds of income tax assigned to the 
provinces was intended to give them an expanding source of in=- 
come. At the time the scheme was put into effect, it was calcu- 
lated that after 1946~l7, the provinces would receive their full 
share of about 8 crores of rupees under this head. But the actual 
amount received by them in 1945-46 was of the order of 29 crores. 
It was thus a highly expanding source of revenue for theme Taxes 
like those on general sales and the Sale of selected commodities 
and, to a certain extent, those on entertainments were elastic 
as well. The old problem that the provinces were not given any 
sources of revenue that would be responsive to general economic 
improvements therefore completely disappeared under the financial 
distribution as it worked out during the war period. There was 


no room to complain any more of chronic inadequacy of revenue s 


n lakhs of rupees: and revenue Income Tax 
1938-39 19L5-h6 8-39 1915-16 
Madras 543 523 23 34 
UeP. 582 676 23 431 
Bombay 355 383 30 575 
Bengal 2 8 0 
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It has already been shown how prosperous the provincial 
finances were during the war period. It wags however pointed out 
that the expansion An revenue under the war-time circumstances 
Was ephemeral and notes of warning were sounded not to regard 
this revenue as normal for future years. (1°) It ie reasonable 
to expect that the war-time buoyancy in revenue will not be 
maintained under normal circumstances. Forest redeints are 
bound to fall heavily after the var-time exhaustion. The fate 
of excise revenue will dependé on the policy to be adonted in the 
matter of liquor prohibition, A general contraction is, to a 
certain extent, inevitable, when the inflated income structure 
will no longer obtain in the country, But the regelpts from the 
ehare of income tax is not likely to be reduced, even though the 
total collections under this tax may decline to some extent, 
because the provinces received a small portion of the total 
proceeds during the war, but they are to get their full 50 per 


cent share after the war in accordance with the Distribution 


Order. (11 


couraging results during the war. are sure to. be. fully utilised 


by all the-provinces, (12) At any rate, in the immediate post- 

Explanatory memorandum on the Puhjab Budget 1944-45, 

“astern Feonomist 14.44.44, P.562. : 

(II) See Chapter VItL. 

{12) The’ following additional taxatiah was propoged in the 
different provincee in 1947:- 


Further, some of the new taxes which showed en- 


General sales tax —~ C.P., Ansam, Oritsba & Sind 

Tax on agricultural income = Madras and Orissa 

Employment tax - Assam 

ନ କନ ଛେ -“ ନ 

Entertainment tax ~— ; 

Increafd in entertainment tax ~ Madras, U.P. and C.P. 

Increage ifi‘motor ‘spirit -' Hadras, Bengel, C.P-, 
sales tax N,.W.F. and Sind 
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war 
Years, as long as the inflationary structure persists, 


revenue wil} not fall below the level reached at the end of the 
war, (13) Even when reasonable contraction is 
2 allowed for after 

thie phase, for the provinces as a whole, the revenue situation 
will be altogether different from what it.was before the war. 

This overall pleture of the prnvinces conceals a grave draw- 
back in the situation as it developed during the war. Although 
there was immense improvement of financial strength in all the 
provinces during the period, the extent of expansion, as shown in 
Table 61, varied widely among the different provinces. Some of 
them, which were comparatively much better off before the war, 
gecured far greater improvements than the poorer provincee which 
had been struggling with their small incomes in the pre-war days. 
Madras and. Bombay, for instance, had their revenues nearly trebled 
while C.P. and Assam could increase their revenue to two and a 
half times and Orisea to double the pre-war level. The Frontier 
Province was able to secure an improvement of only 66 per cent. 
A serious drawback of the scheme of division under the Montford 
reforms was that it created grave inter-provincilial inequality. 
The subventions prescribed for Asean, Orissa, Sind and N.W.F, 
Province, under the Distribution Order of 1036, were calculated 
to remedy this drawback to a certain extent and enable these poor- 


er governments to maintain the administrative and the beneficent 
a in 
evenue i- . 
(13) ee 4 Bet etuals -~ 222 crores 
L847 Revised - ପଥ . 
1947-48 - Budget ~ 261 
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scrvices oat an somewhat hicher level than they could otherwise 
#fford, These subventions were not calculated to bring these 
provinces up to or very near the levels obtaining in the 
prosperous provinces, but evon SO, this was an attempt at 
reducing the grsve inequality to a certain extente Even if the 
expansion in the revenues of all the different provinces during 
the war had been propertionate, At would have accentuated the 
inenunlity,. But, es it ves, the prosperous provinces secured 
much larger expansions end the poorer ones were left far behind, 
Thus the war-time developments in provincial revenue greatly 
mapnified the 7inmncial inequality among the provinces end 
rendered tho problem exceedingly serious. 

It may be argued that while Madras and Bombay utilised 
the misenlianeous taxes to a mich greater extent and derived 
from them morc than 7 ané@ 4 crores rupees rospectively in 
1945-46, Orisse did not impose any such taxes, the Frontier 
province was satisfied in obtaining only 5S lakhs, Central 
Provinces 29 and Assam 32. Since these were really the needy 
provinces, they should‘ in all fcirness have imposed most of 
these taxes for building up their revenue position. it is true 
that during the war period, theso provinces did not make 
sufficient use of the nev taxes assigned to them, but even when 
these cre adequately utilised, which will certainly not take 
Jong, ths inter-provincial inequality will not be much reduced, 
because the Scope for them is not the same in all the provineefe, 


The old sources of revenue, which had heen imder the 
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provineial authorities since 1921, did not register anything 
like eimilar improvements during the war period. The amounts 
transferred from the Centre to the provinces by way. of the 
shares from income tax and export duties and the grants-in=aid, 
instead of rectifying the jnequelity arieing out of the unequal 
expansion of the ola sources, were the primary factors in 
aggravating this inequality, The relative variations in the 
amounts trensferred from the Centre during this period were as 


follows :- 


Table 71 
(Rs. lakhs) 


0 


“ (a) Due to the adjustment of the subvention of 105 lakhs 
f0..3ind towards ite debt. 


The inorease from 7 crores in 1938-39 to 40 crores in 
1945-46, of the total amount transferred, was a significant 
factor in the expansion of provincial revenues... But while the. 
share pf income tax increased from 1.5 erores to 29 crores, the 
share from the jute export duty declined from 2.7 crores to 1.8 
and the subvention from 303 lakhs to 275, including ‘the amount 


of 105 lakhs which would ordinarily have accrued to Sind. The 
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fall in the jute duty was a temporary setback and the pre-war 
level was reached after the termination of hostilities. But 1t 
cannot bé expected to grow in harmony with the receipts from 
income .tax and therefore the -provinoses which shared the jute 
duty have to be comparatively worse off on that account. If, 
however, ‘as has already been euggested, the share is not to be 
aseiligned to the provinces, in order that the financial system 
may be made logical and scientific, 24? there should be something 
in its place for the needy provinees which were in receipt of 
this income. .The subventions prescribed ‘for Assam, N.W.F., 
Orissa and Sind (ignoring the adjustment in the case of Sind) 
continued unchanged throughout this period. (25? This was in 
striking contrast with the expansion in the provincial share of 
incomé t&x, of which only 1 per cent went to N.W.F. and 2 per 
cént to each of the other three provintes. ‘The ‘inevitable cone 
sequence was that inter-=provincial inequality became exceedingly 
acute. The extent to which the revenue position was affected 
in’ the different provinces on account of the transfer of the 
various amounts from the centre can be seen from the following 


table. 
ANAND ed ed NN RN ONG ON A DG ORE A ARNON EOI a ON OC OG Ee RO PPE DCC 
(14) See ChapterVIII, (8) Central Excise Duties, 


(25) : The difference of 28 lakhs between 1938-39 anda 1945-46 was 
tte to. the temporary grants giren- for a fer years to some 
provinces. after the introduction of .the reforms. 
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Thus the amount received by Madras was 1.4 per cent of its 
total revenue in 1938-39 and At increased to 9 per cent of the 
largely expanded income An 1945-46, In the case of Bombay, the 
increase was from 2.4 to 17 per cent and the. position with regard 
to certair other provinces was very similar. Bengal was a 
category by itself because 4% Foci ved-a cp ecial grant of 8 
crores in 1945-46. But so far as Assam, N.WV.F., Orissa and 
Sinf were concerned, the position, ag it developed during the 
war, was entirely different. The amount Orissa obtained in 
1938-39 was 26 per cent of its revenue, and this increased to 
only 27 per cent in 1945-46. In the cases of Assam, N.WeF. 
and Sind, these amounts which constituted 17, 56 and 29 per cent 
‘respectively of their provincial revenues in the immediate pre= 
war year decliined.to 15, 43 and 19 per cent in the last year of 
the war period. On account of the immense benefits from the 
large irrigation works, $ind was able to improve its position 
vastly during thie period, but the other three provinces lagged 
far behind, In spite of the fact that large proportions of their 
revenues were obtained from such transfers in 1938-39, there wap 
a good eal of inequality between them and the fortunate - 
provinces, and after the developments during the war, the 
inequality became very much pronounced. 

This was an exceedingly unhealthy development in the 
provincial finances during the war period. The importance of 
@& harmonious development in all the different parts of the 
country can hardly be exaggerated. No national development can 
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be secured if certain regions are left economically undeveloped 
and financially weak. The financial allocation under the 
Niemeyer Award which took into consideration this aspect of the 
problem and prescribed certain assistance. for the undeveloped 
provinces became antiquated at the end of the war. The war- 
time developments in different federations distinetly 
demonstrated that “constant readjustment of financial relations 
will be essential and. no one solution. suitable for all times is 


possible," (16) 


The need for such alteration became: moet 
pressing in India. Continuation of the Niemeyer distribution ie 
therefore absolutely out of the question. A re-adjustment is 
imperative by means of suitable grants to the needy provinces 
with a view to correcting this inequality. Apart from the - need 
of levelling up the social and economic services in these 
undeveloped provinces, there is the further problem of financing - 
schemes of post-war development. ‘The uwmdeveloped regions ‘stand 
in much greater need in ‘that respect. Financial relationship 
between the Centre and the pnrovinces éhould be in eonformi ty 
with the national programme of ‘planned development. At 8 
necessary, thérefore¢, that suitable grants should be given ‘to 
these provinces to meet their nsedsg. 

It was apprehendsd that Central grants would interfere with 
the autonomy of the provinces. Such grants vere an annusl 
feature in-tndia between 1900 and 1921 and they resulted fn & 
goed deal of complications on account of incessant interferoribes 


& - 


EO ee 
(16) G.F. Shirras! Federal Finance in Peace and War, P.239. 
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in provincial matters. The practice could riot be a success, 
because the finaneial system. was a centralised oné where the 
provinces were mere agents of the Central government. dAfter-all, 
a federal system is a co-ordination of funetions and resources 
between the federal goverrment and the units. The untoward in= 
cursions into provincial affairs.can be eliminated, if the 
grants are administered properly in that spirit. Grants have 
become inoreasingly important in.the different federations as en 
adjusting factor for ensuring a national minimum of welfare in 
the different unite. Provieion for such grants is made in the 
Korth American Act, and in U.S.A. ,federal grants have developed 
with the demand for better services. In Australia the system 
hag. been adopted in greater thoroughness where grants are given 
to the claimant states in accordance with the recommendations of 
the Commonwealth Orants Commission, appeinted in 1933. In. India, 
with the widely different stages of development in the different 
parts and unequal provision of beneficent serviees,. auch grents 
heave to play an-importent role in the financial. distribution. 

Having regard to the financial position of the Central 
government, .£t may be asked, will 4t be possible for the Centre 
“to ‘make such grants on an extensive scale? The need for 
financial etability of the Central government is certainly of 
fundamental importance. Besides, when Geonomlic forces. have 
come: to function on.a wider geata, which have only too .olearly 
“heer demonstrated during the war, certain: egonomio ‘activi tie. 
have to be undertaken by the Gentrel government, Aut, 
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nevertheless, if the war-time developments in income tax and 
central excise duties are maintained or rather extended, whieh 
are both likely and desirable, the Centre will be in a position 

to transfer larger amounts to the provinces when the expenditure 
on defence and allied matters will be brought down to normal 
level, The problem, however, ie not one of deciding the issue 
with reference to Central surpluses; it is basically a matter of 
redistribution among the provinces. It has already been 
‘suggested that instead of assigning 50 per cent of the proceedsg 
of income tax, something like 35 per cent may be distributed on 
the basis of the Niemeyer formula and the balance of 15 ner cent 
may be set apart for feeding a grants Fane 2 Similarly, when 
it becomes feasible to distribute the whole or a part of the 
Central ecise revenue among the provinces, As was contemplated 

in the Act of 1955, a certain percentage of the distributable 
Portier may also be transferred to this fund. Instead of letting 
all the advantages flow into the prosperous provinces, these 
amounts should go to aseigt the financially weak ones. 

Tt 4s absurd to argue that certain authorities have inherent 
Jurisdictional rights over certain sources of revenue. It is all 
& question of the particular scheme of distribution of the 
functions between the Centre and the provinces and the alloeation 
of the sources of revenue to meet the purpose. Besides, the 
standard .of development. in the different units of a federation - 
happens to be different largely on account of certain ciremmstsance 
Some areags had an earlier start which necessarily gathered 


(17) See Chanter VII Io 
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Momentum for auicker ‘and greater development. Mueh of the 
concentration of industry and trade was to a certain extent due 
to only historical accidents. Further, it must not be forgotten 
that the éifference in prosperity among the different provinces 
was to no small extent due to the fact that the effects of the 
expenditure of the federal government were unequally éietributed. 
In India, the major proportion of the personnel of the defence 
services was recruited from certain particular areas. The 
industrial expansion during the war and the increased employment 
in connection with the war activities further accentuated 
regional inequality. The major part of the increase in employ- 
ment during the war wae distributed in the provinces of Bombay, 
Bengal, U-P., Punjab and Delhi, where already large industrial 
development had taken place. (18? In consequence, the provinces 
which were dominantly egricultural lost places relatively. It 
is necessary therefore that the financial distribution should be 
so modified by substantial grants as to level up the position of 
the poor and undeveloped provinces. 

It is sometimes argued that it will be a fair settlement 
if the units are compensated for the disabilities arising out 
of their membership in the federation. Thus, for instance, 
while the industrial and protective policies of the Government 
of India benefited largely provinces like Bombay, Bengal, U.P. 


fn it 


: TT Ss 
18) It was estimated that nearly 80 per cent .of the increase in 
2 employment during the war was distributed. among thest 
provinceés, . 
Eastern Economist, 23.3.45: P.350=1., 
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and Bihar, other ‘provinces had very small share of the advantages. 
While the agricultural provinces had to bear the burden of 
protection, the industrially advanced areas did not bear in any 
considerable degree the burden of agricultural distreee or the 
costs of agricultural Amprovement, Now, such an approach is 
as parochial and sectional as the contention of the industrially 
advanced provinces regarding their inherent rights to certain 
sources of revenue, As a principle for determining the grantes, 
compensation for disabilities was rightly rejected by the 
Australian Grants Commission, as being undesirable anda 
impracticable. (19) A province should not be given a special 
grant, if its finances are in a prosperous condition and grants 
based on considerations of compensation may not be adequate for 
a needy province, Besides, it ie exceedingly difficult to, 
assese the disability arising from the. membership of a federation 
for any particular unit. 

If the objective is to secure o harmonigus national 
development, the aensible criterion of determining the. grants 
to the financially weak provineee should be. their financial needs. 
The. eoryect. principle was enunolated, by the Commonwealth Grants 
Commission for Australis. “Special Grants", laid down the 
Commission, “are justified when a state through financial stress 


from any ‘cause is unable effieotently to discharge its functions 


(19) Gowns Ch Grants Commission rejected this principl¥ from 
| the very beginning. fhe grounds for this rejection have 
been summarised in the 13th Report (1946) in Para.A8- 
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a8 a member of the federation, and should be determined by the 
amount of help found necessary to make it possible for that 
State by reasonable effort to function at a standard not 
appreciably below that of the other states." (2°) A province in 
need ig not to be assisted to the extent as to be raised to the 
highest standard obtained in the mogt prosperous province, but 
to beenabled to maintain a standard based on the standarda normal 
to the country as a whole. It is desirable that. an impartial 
Grants Commission should be constituted after the Australian 
model, which will aesess the needs of the financially weak 
provinces and recommend ‘the grant necessary in each case. A 
scheme of grants for such provinces fixed for a long perlod will 
not meet the requirements, The matter is to be considered from 
year to year in the light of the developments and the oircume 
stances cropping. up during the particular years. It was, for 
inetance, imperative to make special grants of 3, 7 and 8 crores 
to Bengal in 1943-4, 1944-5 and. 1945=6 on account of. the severe 
Leamine and its aftermath. Certain basic grants may have .to be 
provided for provinces like CoP. , Assam, Orissa and N.W.F. 
province, because, at least for some time to come, these 
provinces will continue to be financially weak. (22) 


(20) Ibia: Third Report, Para.164. 


: f N.W.F. is special on eccount of frontier 
toa ର eet “Orisea and 54n4 are, so far as ‘can be foreseen, 
‘areas: £n which ‘there is no likelihood that reverue and. 
expenditure can be made to balance under the general 
sehemie of allocation of revenues present or proposed. 
Joint Parliamentary Committee Report, Para.259., 
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It is sometimes argued that if the needy provinces are to 
be subsidised to the full extent of their needs, there may be 
irresponsible extravagance and they may be sluggish in developing 
their resourcés and utilising fully the taxes under their control. 
The Australian Grants Commission did take this into account and 
recommended grants after deducting a certain percentage from 
the standard, which the claimant etatee were expected to make 
(22) 


up by ‘reasonable effort®*, “An impartial Comission should 


be ‘able to make a probable estimate of how far the gap in the 
needy provinces can be made up by their own efforts, before 
arriving at the grants to be made to them. Since the duty ie 
not to be entrusted to the Government of India, it ie not 
likely to involve any interference with the autonomy of the 
provinces, 

If then it ig accepted that grante should be determined on 
the basis of needs, the next duestion that arises is what con=- 
siderations ghould be taken into account for estimating the 
needa of the different provinces. Population, no doubt, is a 
major factor for arriving at the standard requirements, but 
there are other important considerations es well, in a small 
provinee the overhead charges of administration are bound to be 
proportionetely greater. fhe cost of administration end 
maintenance of beneficent services must be different according 


Pare DP ODEO CEPR DORA IO eA erie Dore Dera RO pt ee NEON: a ¥ 


2 The standard, for instance, was reduced by 10 per cent 
ର An 1942-3, whieh measured the effort the claimant states 


were ected to put in. 
Commonwealth Grants Commission, 9th Report, Para.1l2. 
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as the area is sparsely or densely populated. ‘There are again 
Special problems in certain provinces which need special 
consideration. Some provinces, for instance, heave to face the 
menace of frequent floods and some-others endemic diseases. 
The eocial and economic services provided by the aifferent 
provincial governments at the end of the ଓ ହେର at ailfferent 
levels of development. .Unless special assistance is given to 
make up the leeway in the backward areas; 1% will be exceedingly 
diffieult for them to reach the normal level within any 
reasonable period, All these have to be taken ‘into ‘account 
along with the population criterion to determine the grants- 
in-aid to the needy provinces. 
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CHAPTER XI 
THE BUNDEY OF TAXATION 


Extent of the Burden 

The developments in ‘the importsent sources of revenue 
of the Centrnl and the Provincial Goverment during the war 
have been exmmined in the previous four chapters. It is now 
necesssr: to sstimate the increase in tho extent of the 
burden of taxation during this period to find out whether 
under normal conditions this increased burden should be 
maintained or reduced, or whether there is still scope for 
augmenting It even further. 

In the official computations of the incidence of 
toration in different years, given in the Statistioceol Abstract 
af British India, only the revenues derived from the souroes 
strictly classed as taxation were taken into ot The 
realisations from the comj;ercilal wndertakings of the 
governments were jot included because they were not considered 
as taxation proper. Further, the per capita incidence of 
taxotion calculated on such basis was not correlated with per 
capita income for which no statistical computation was made, 
nor was allowance mad” for changes in the level of prices. The 


figures were thus merely absolute amounts,eand did not show the 


a i 
(1) Figures in the Statistical Abstract are available upto 
the year 1938-539. 
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relstive increese or diminution in the tax burden tn ‘different 
years. 

The of “{oial view vas that land revenus was not 
texetion nroner md this view wns clearly notod in the 
Stetistioal Abstracts. But the government was doubtful as bo 
the prooricty of erzcluding the ‘proceeds of this revenue fn 
escertvintiagr tho agrregate incidence of toxatifon. Acdordingly 
fer covery yesr, two oltemnative corputnticns of incidence were 
Airvon, one including land revenue mn¢ tho other without it. 

Por nenrly 2 century and a half, it was a subject of 
controversy es to whether lord revenue ‘is arent or o tax, Tf 
the 3tate is the owner of Imdé, It is theoretically entitled to 
ctaim the economic rent md, as such, lond revenue cannot be a 
burden. If the State is not the proprietor ecuity with regard 
to this revenue is to be judged along with the other taxes in 
the tax system as £ whole. It was proved by Baden’ Powell that 
othe redogised otmerehiDp does not exist at all fn Jarge part 
of India ené in other parts, only in a very qualified manny. 
Thea Taxation Tnrtulry Committee showed that under Hindu or 


(2) 


.t 


Moslem rule, thé State never claimed the ebsoluté or exclusive 
gsnershir of lmd md definitely reeomisdd the existence of 

private 2roperty, and that te, British d4d. not succeed to eny 
right of sheolute ownerabip.e Jn the permonontly settled 


{2} Astetic quart andi Pa 376. 
{3} Report: Paras 80-83 ¢ 
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estntos, the zeminders were full proprietors. In the 
temporarily settled aress, state ovmership extended over khas 
mnals nnd vastelands, but in the renerelity of cases, 
concluded the Taxation Committce, the ilendholders in these 
aroas were possessors of pronrietory rights.e Suoh being the 
Juristice position, land revenue, like any other tax, was a 
compulsory tronsfer to public authorities, of a part of the 
income of the people. It was argued that lend revenue 
resembled rent in as much as the State had the right to receive 
periodic payments Tron the proceeds of lend, non-payment of 
this revenue enteiled loss of land end the impost was not 
elterable from yecr to year according to the recgulrement of the 
government, boing fixed either permanently in some Gases, or 
over the torn of settlement in others. The fect that the 
method of essecssment and collection of land revenue was of a 
perticenlor type did not make this impost a rent. For computing 
jneidence of tax burden, the proceeds of land revenue are in no 
wey differont from those of other measures of axstion. 

The Government of India end the provineial govemmments 
derived considerable revenue from the commsrotel undertakings 
run by theme It is difficult to determine the element of true 
aration in the price charged for the services provided by these 


{4} ‘The Tazetion. inquiry Comittee were agreed thet aines 
tond revenue "forms ao deduction from the national 
dividend, 1 should bs takes into eansideration {£14 ¬ 
the Country as a wholet, Para 54. ot 
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undertakings . There is, in fact, a difference of opinion 
among econonists as to whether the revonue, or any part of it, 
derived from such wmndertakings should at all be considered as 
taxation. But the monopoly profits of a public enterprise 
are ecvidentiy closely akin to taxation. Revenue from suoh 
enterprises "may be of two kinds, first the equivalent of 
toixation here a publie outhority deliberately charges 
monopoly nrices for its services and second, the equivalent of 
profits from ordinary competitive prices, such as a private 
proprietor or business firm might cherge under competitive 
conditions for the use of property or the supply of services.” 
But monopoly profits cannot be properly distinguished from 
normal profits, It is almost impossible to ascertain what 
normal tronding profits 6f any such enterprise would be imder 
private monacement operating under competitive conditions. 
Moreover, normal profits cannot be completely distinguished 
from taxation because if these profits are earned by private 
individuels, a part of such profits would accrue to Govemment 
through the various taxes in force at the time. It may also 
bo pointed out that in the event of a loss in any state 
enterprise, it is borne by the revenue of ths government, 
This is not arguing against state ownership and operation of 
commerelal wndertakings; but for asgertaining the aggregate 


burden of taxation, it is reasonable to take into account the 
P 
(5) Dalton: Publiio Finances, pe.il60. 
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entire net profits earned by Government from its commercial 
undertakings over and above the cost of providing the services. 
The main cummercial undertakings under the Government 
of India nnd the Provincial governments are railways, post and 
telegraph, irrigation and forestse In acgordance with the 
convention of 1924, railwnuys made a contribution to the general 
revenues on a certain basis, und during the war the convention 
was modified and freights and fares were increased for securing 
adiltional revenue to the government. Before the war, it 
was not the intention of the Government to derive any profits 
from the post and the telegraph department: but during the war 
postage, telegram and telephone rates were increased as a 
measure of taxation to provide revenue e 4 The revenues 
secured from these two undertakings of the Government of India 
were obviously of the nature of taxation. In respect of 
forest revenue, the Toxation Enquiry Committee was of opinion 
that there is no ¢lement of’ true taxatione i This opinion 


was based mainly on two argumentse First, the Government 


(6) sir Herbert (now Lord)Samuel in ascertaining the burden 


of taxation in Great Britain in 1918-19, treated the net profits 
from post office as tax. Prof .Shirras and Mr. Rostas in 
computing the burden in 1942 also added the post office net 
receipts to taxese In the White Papers on National Income and 
Expenditure of the UeKe, post office surplus is included under 
indirect taxes. 
I (Table 19 in cmd. 7099) 
( See Chapter 1X. 


(8 See Chapter JX. 
The Finance member distinctly stated that the increase 


in the rates during the wer was a measure of taxation. 
Budget speech, 19L1-42. Para 27. 
(9) Report: Para 1h. 
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monopoly of forests in India is not a complete one and the 
produce is sold at prices which. do not compare unfavoursbly 
with those charged by private ownerse Second, the purchaser 
in every case obtains a quid pro quo and is under no direct 
compulsion to buy. In view of these considerations, forest 
revenue was considered to be different from that of railways 
and of post and telegraph. The Tirst argument can hardly be 
accepted as valid. Few monopolies are absolute, on account of 
the existence of actual or potential substitutes. Besides, a 
monopoly need not be absolute in order to permit the use of 
monoply power for raising prices, and this power can be 
effectively exercised where a considerable portion of the 
total supply is under a single control, as is the case in 
Government forests in India. The second argument of the 
Committee is not convincing either. The purchaser of railway 
or postal services obtains also a quid pro quo and is under no 
direct obligation to buy. Forest revenue is as much taxation 
as the railway or postal profits. It is logical to include 
the net profits from the forests for ascertaining the total tax 
burden in India. In considering the case of irrigation 
revenue, the Texation Committee pointed out a difference 
between this and the revenue realised from railways and the 
postal department. The railway and the postal services are of 
Denefit to the country as 1 whole, whereas in the case of 


irrigation, the benefit enures to the holders of certain 
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particular lands. This observation of the Committee is 
scarcely of any simmificance. Railways and postal services 
are actually utilised by a section of the Commimity, though 
they are theoretically open to all. Besides restriction of 
a service to a particular group of customers does not affect 
the character of profits. In fact, the argument of the 
Committee may be applicable in respeot -of all indirect taxes. 
In estimoting the aggreezate burden of taxation, we shall, 
thereroro take into account the net revenues obtained from 
reilvays, post and telegraph, forests and irrigation. 

The Government of India scoured considerable revenue 
during the war from feurrency and mintt., This revenue came 
mainly from the surplus profits of the Reserve Ria The 
profits of the Bank were largely derived from its sterling 
investments abroad and to some extent from its holding of 
government securities, In the one case, the profits accrued 
from outside the country and in the other, the interest paid 
by the Government was received back in the shape of surplus 
profits earned by the Bank. The major part of the revenue 
derived from tcurrency and mint* did not thus represent any 
payment made by the people of the country and as such it is 
excluded from revenue for computing the total tax burden. 


The rates of the different taxes imposed by the 
Pe OO Dr DOOD OE ODA OOOO OOOO OOOO OOOO OOOO OOO OOOO GOO OOOO OOO eee 
(10) Report: Para 22, 
Tha Committee were divided in opinion as to whether 
the ohbarge for water involves ean element of taxation 


or not. 
(11) See chapter 1X4 
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provincial governments were different from province to 
province and the new taxes under the group ‘other taxes and 
duties' were not all imposed in every province. The burden 
on that account may be somewhat different from one province 
to another, This distinction may, however, be ignored for 
the sake of convenience and the entire revenues collected 
by the central end provincial governments are taken into 
account for obtaining an overall iets of the extent of the 
tax burden for the country ase a whole, 

The increase in the aggregate burden of central and 
provincial taxation from 1938-39 to 1045-46 is shown in the 
following table, 


Table 73. 
regate Burden of Taxation. 
i (Rs. lakhs}. 

Items of Paxation. 1938-39 1945=A6 
Income Tax 15,24 1,902,300 
Agricultural Income Tax - 1, 
Corporation Tax 2,04 75,7 
Customs 43,05 {2,3 
Central Excise , 66 , 36 
Salt 8,12 10,20 
Opium 1 1 
Land Revenue 26,13 30,62 
Provincial Exeise 13,80 5A , 21 
Stamp 10,13 17,83 
Registration 1,14 2,67 
Motor Vehicles Tax 1,92 2,54 
‘other taxes and duties’ 1,521 23,59 
Railway (net) 1,31 32,00 
Post ang Telegraph (net) 15 11,31 
Forest (net) 70 9,୧ 
Irrigation (net) 2,41 3,6 
Total 1,36,29 I 4,94, 98 


Figures include provincial taxes collected by 
the Government of. India from centrally ad- 
ministered areas). 
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The total burden of central and provincial taxation, 
which had been 136 crores of rupees in 1938-39, increased 
to 495 crores in the last year of the war period, In money 
terms the total revenue from taxation increased to more than 
three-and-a-half times the pre-war level. But the price 
level in 1945-46 was 145 per cent. higher than it had been 
in 1938-39. Making allowance for the rise in prices, 
Government secured by taxation in the last year of the war 
period, 50 per cent. more resources than they had done in 
the immediate pre=war year. (12°) nis is, however, only an 
estimate of the burden in absolute terms... The relative 
tax burdens ‘at different periods should be properly judged 
with reference to the aggregate income of the peoplé@.. 

It ia usual to compare the per capita burden of 
taxation at different periods to ascertain the increase or 
diminution in the burden. But sueh a Comparison does not 
serve much useful purpose. If the growth of .population in 
India during the war:is taken into ‘account, the per capita 
incidence will show a slightly lége proportionate irierease 
than the total tax burden. “But this, by itself, will not 
prove that the increase in the burden was less than is indicated 
by the amount of revenus collected by the Governmens. if 


fhe national income and the amount taken np taxation remain 


hl 938-39  1945- 
2) Amount raised by taxation - 35 a eg 
Index of tax revenue - 100 65 *" 


Index of -wholesale prices =~ 100 “ 245 “* 
Index of ‘wolume of taxation in real terms - 10Q * 149. * 
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unchanged, while population increases, the tax burden in 
fact becomes heavier. The extent of the burden can only be 
properly appraised with reference to the national income per 
head of the population. Unfortunately, it is not poseible 
to make a comparative estimate because national income for 
the war years has not been computed; but arf approximate 
account can be obtained from the pre-war computation, and 
whatever evidence is available about the expansion of income 
during the war. National income of India in 1938-39 wae 
1800 crores of rupees. (13) It has already been shown that 


the increase in the annual income in real termes at the end 

of the war was some 15 per cent. over the pre-war level, (14) 
If 4t ie presumed that the increase in. the money value of 

the different compnnents of the income was in the same 
propoption as the rise .in the wholesale price.index, the total 
income in 1945=46 works out at 5072 crores. On the basis 

of thig presumption, the. total central and provincial tax. 
burden constituted 7.6 per cent. of the national income in 
1938-39 and 9.8 per cent. in 1945=46.(15) The presumption 
that all the elements in national product increased in value 


(23) GeF. Shirras: Federal Finance in Peace and War: 
P., 198. This has been taken as the basis of caleulation 
in Chapter ¥, | 
24 See Chapter ¥. | 
15 Let y,be the national income in 1938-39 (1800 crores); 
I > the percentage increase in the real national 
product from 1938-39 to 1945-46 (15 per ocent.); 
p the price level in 1945-46 ,as multiple of that 
§n 1938-39 (2,45); 
and y2 the national income in 1945=46; 
(oté. overleaf) 
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in proportion to the rise in the wholesale price index i6, 
however, unwarranted, In the computation of this index 
many important item, particularly the services, were not 
taken into account. Government expenditure was not inflated 
to the same extent on account of the rise in the prices af 
‘the increase in the wholesale price ନନ It has elready 
been shown that the rise in the prices affected the war’ 
expenditure ineurred in India in 1945=46 to the extent of 
only 52 per cent., and this expenditure. in the previous year 
absorbed about 29 per cent. of the national income, (16) 

The effect of the rise in prices on the expenditure of the 
provincial governments and the eivil expenditure of the 
Government of India was very small compared with the increase 
in the wholesale price index.(17) When ell this Government 
expenditure accounted for a considerable portion of the 
national income, it is reasonable to infer that the income 


in 1945=46 was much smaller than 5079 crores. Accordingly, 


pe 
i.e., national income in 1945-46 
= (1800 a x 1800) 2.45 crores 


S 5072 crores. 


(25 cta) then y2 = (y;4 ry,) 


National Aggregate Lage 
income. taxation -of 
a oe (a) 
1938. i er. cr. 1. 
384540 5072 or. A495 cor. 9.8 


(26) See Chapter ¥. 
(27) See Chapter VI. 
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the aggregate tax burden was greater than 9.8 per cent. of 
the national income, (18) 

Before the war it used to be contended that there 
was no scope for further taxation in India. The provincial 
governments were in need of more revenue for financing 
nation-huilding activities, but the sources of. revenue under 
their control déid not ehow any: signs of expansion in the 
prewar days, nor vas it considered desirable to expand them, 
Such new taxes as were imposed on the eve of, or during the 
war, were not then attempted. The Government of India was 
conservative in its approach to income tax and it was 
ostensibly unfair to increase indirect taxes when this .only 
progressive tax wae imposed at a low rate. These were the 
‘main reasons why any considerable expansion of revenue was 
not visualised. But the diffidenece about further taration 
was unwarranted. Layton pointed out in 1929-30 that there 
was considerable ‘scope for expanding government revenues in 
India. “In spite of the wide-spread poverty in India“, he 
remarked, “I gee no reason to doubt that the public revenues 
in India can be substantially increased without taxation being 
intolerable, provided that its inciéence is adjusted to the 


(28 In computing the aggregate tex burden, taxation 

of ea should also ba taken -into. account. Local 
taxation in 1937-38 amounted to 33 crores, constituting 
1.8 per cent. of the national income. There was no such 
large increase in this taxation as in the case of central 
or provinoial revenues. Local taxation absorbed in 1945 
A6 even a lower proportion of the national income. 
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capacity of taxpayers to nay and that heavy edditional burdens 
are not put upon primary necessities". (1?) he war-time 
experience showed the validity of this assertion, It is, 

of course, highly unrealistic to compare the proportions of 
national incomes taken by governments in different countries 
to assess the relative burdene of taxation, because per 

capita iAncomes in different countries are widely different. 

In India where the per capita income is low and a large 
gection of the community is living on a bare eubsistence level, 
it is not poseible to take by taxation as large a proportion 
of the income of the people age in industrially advanced 
countries. But this does not imply that the pre-war aggregate 
burden oF taxation wae very near the limit. The waretime 
developments clearly showed that there was considerable scope 
for additional taxation, The burden at the end of the war 
could not be considered as excessive and, in fact, in the 
postevar budgets further taxation was imposed-by the central 


as well as the provincial governments, (20) Inheritance tax, 


{292 Indian Statutory Commission. Vol. II, .P. 208, 
20) In 1946-7 e.p.t. was abolished, but the rates of 
income tax and gsuper-tax were increased and some of the 
‘new taxes* were levied in some provinces which had not 
done so during the war, The revised estimate of the 
total central and provincial revenue for 1946-7 was 638 
crores as against the actual revenue of 627 crores in 
1945-46. These figures inciude revenues from all 


sources). 
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one of the major progressive taxes in the modern system, aid 
not exiet in India, Some new taxes coming under the group 
‘other taxes and duties" were levied only in gome of the 
provinces. Im others therefore the burden of taxation wag 
to that extent lower, It is thus clear that there is ecope 
for further taxation in India. 

Taxable capacity depends, among other factors, on 
how the revenue secured by the government is spent. During 
the was government expenditure in India on nation-building 
activities was no doubt increased, but the increase was very 
small, (22) Major part of the revenue had to be devoted to 
fighting the war, When, under normal conditions, large 
expenditure is to be undertaken on social and economie 
activities, amenities available to the people will be increased, 
their productive efficiency will improve and national income 
will expand. Under suéh circumstances the wartime level of 
taxation will be lighter than it had been during the war, 

In examining the developments of the important taxes during 
the var, the feasibility of further taxation under some of 
them have been indicated in the previous chapters. I+ fe 
reasonable to expect that for financing developmental 
activities, it should be feasible not merely to maintain the 
war-time level of taxation, but even to expand $+ to a 


certain extent. 
(21) See Chapter VI. 
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The Tax Structure, 


Given the national income, the total population ond the 
aggregate smount raised by different taxes, the burden of tax- 
ation depends cn how it is distributed among the different 
sections of the commmity,. If the taxes, are realised to a 
lerge extent from persons who possess the capacity to bear them, 
the burden is light, but if they encroach considerably upon the 
slender incomos of those whose standard of living is on a bare 
subsinbonce level, they become exceedingly onerous. iven a 
light load may prove to be too heavy if it is mal-distributed. 
It has been shown in the preceeding scotion that a larger. 
portion of the national income cf india was taken by the central 
and the provincial governments vt the end df the war then in 
the pre-war days. Hence the problem of the distribution of 
taxation became more important than it had been before the war. 
It is necessary therefore to asSess whether and how far the 
tax system was modified during the war to secure a better 
distribution of taxation. 

The tax systems in different countries dannot, in their 
contents, be mafe to conform to any partioular pattern. They 
are largely determined by fiscal traditions of the past end 
the existinc sociol and economio organisations. Administrative 
considerations, Which depend Qn the character of the govem- 
mental rmeohinery, are also a determining factor. All these 
are widely different from country to comtry and, as such, 


there ore great dissimilarities mand divergenoes in their tax 
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structures. No éxamination of the structure obtsining in any 
pnrticular country can be realistie unléss due account is taken 
of these important factors. But nevertheless, within the 
limits prescribed by such considerations, the distribution of 
taxation should broadly conform to certain basic principles, 
evolved through a long process of 6conomic analysis and compara- 
tive study of public finance in different countries. Ths 
principle ‘which commands the I poet measure of acdeptanode is 
that citizens should be taxeé@ in accordance with their dblility 
to pay. This principle sets out in general terms the critérion 
Lor securing fiscal justice. ‘There is, however, divergerice -of 
opinion with regard to the precise ftnterpretation of ‘ability’; 
but the fundamental implication wnderlying the principle is 
clear. Taxation imposes a sacrifice on the tax-payer ard the 
problem of distribution of taxation is how-best to assign 
sacrifices among the séctions of the comminity. The important 
issue involved is the relation betweon weailth-and welfare. It 
ifs now almost universally recognised that the marginsl utility 
GF income to the individual diminishes as his ineems goes on 
incrédsing. As there are great inequalities of ‘incéme among: 
the differént Classes in a country, "taxgition atecording to 
ability! is accordingly interpretéd as ‘progressive taxationt. 
This interpretation states only-in a général way what shape the 
tax eystéem should take, but does not lay déwn in exact quenti- 
tative terms, what the degree -of pregréssion should be ss 
between inciames of different magnitédés, aimée 24 Has not beet 
possible to meagire the rete of diminution if the margingi® *t 
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utility of incomes at different stages. Meverthesless, it is 
a criterion of fundamental importarice that for securing fiscal 
Justice and making the burden of taxation light, the tax 
system should be so devised es to ednform to the principle of 
progression. 

The tax eystem of a country is composed of certain 
taxes handed down from the past and certain others imposed to 
guit the circumstances. Besides, the different authorlties, 
central, provincisl, and local, levy taxes on types of beasts 
that are widely diverse and even sometimes overlapping. The 
result is that the system consists of a multipilieity of taxes, 
which render 1t complicated to realise justice in the distrim- 
tion of taxation. Xt is not of course expected nor is it 
fensible that each particular tax by itself should satisfy the 
tests of the desired objective; what is necessary is that the 
tax seysetem as a whole ghould answer feirly well to tho require- 
ments of fiscal equity... There may be‘ 60ms taxes whieh are 
regressive in character, but direct taxes on incoms and propérty 
may .be. mfficiently-progressive , not only to counterbalance 
the extent. of ‘regression, but to distribute the total tex burden 
in en equitable menner. All the different taxes ehould there- 
fore be taken into. account to find out whether, taken togettier, 
they gponform to the ideale of progressicn. 

In order to ascertain whether and to what extent a tex 
system fs in conformity with the principle of progression, it 
18 first nocessery to locate the incidtnee of the different 
taxes on the various income groups in the community. This is 
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a problem which bristles with great aifficulties. The intric- 
acies. of the processes through which taxes are ehifted and the 
extreme difficulty of tracing their ultimate incidence are the 
most baffling problems in Fiscal seience. The complications 
arising out of incidence may, however, be got over by making the 
general assumption that the burden of taxation is borne as it 
is intended to be. Direct taxes may be taken to be generally 
borne by the payer and indirect taxes are ehifted by the payer 
and borne by the consumer. 1) But even with such esimpiifiea 
interpretation of incidence, it is not possible to compute the 
burden of taxation on the different groups in India, owing to 
the lack. of necessary statistical material. There has been no 
estimate of how the national income was distributed. The pro- 
portion of income taken by income tax can be easily computed, (2) 
but it camnot show the precise relation to the total income of a 
person, on account of the exemption of agricultural income from 
income tax. A number of persons deriving large incomes from 
agriculture did not pay eny income tax and in the cases of ‘those 


*: 


(1) The Colwyn Comittee calculated the burden of taxation 
in the U.K. On this aseumption. Réport. Parsi. 220. 
Shirres and Rostas computed the burden in. 94-2 on the 
same &ssumption. The burden of British taxation. Pe2. 
This was how M111 distinguished indirect. from direct. taxes . 
«A direct tax is One which is demanded from ths very person 
who, it is intended ‘or desired, should pay it. Indirect 
taxes are those which are demanded from one person in ‘the 
expectation and intention that. he shall indemnify himself 
at ‘the expense of mother." Principle of Political 
Economy. Pe823. 


(2) This hes: be6n computed in Chapter VII. 
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who paid general income tax, it is not known how much ‘of 
their incomes came from agriculture. Even in the three cut 
of the eleven provinces, where ‘ngriculturasl: income tax .was 
imposed, this was sepsrate from general income tax, the raetes 
of the two taxes were different and exémptions were grsnted 
separately. Persons with total incomes above the exemption 
limit allowed for general income tax efceped taxation .if their 
incomes under the two cetegorles were below the respective 
exemption lizits. ‘Cn account of these complications, “it i6: 
not possible to ascertsin precisely the burden .of income: tax 
of aifferent income groups. -Besidés, ‘income tax affected -only 
a small percentago .of the total population. 2 No statistics 
are ‘availiable ‘to: make any estimate of how.the other taxes 

were distributed. For .escertsining the diestritation of” 
éomodity texes, it is necessary: to know thé consumption of the 
different taxed comuodities in. different income groups, which 
can only be worked ont by a scientific study of family 
expenditure. In.the sbsente of any such study, ft ¢ not.: 
possible to. .allocate the indirect. taxes among, the.ineome 
groups: -It-dmet further be pointed out that the-pahterngof 
expenditure in India are very diffévent within the same 

income group. Items of expenditure are related not only to 
ineomss but also te social hebits of classes and Castes and 


$0. rural-&nd urban conditions... Ia & eountry like Bngland 


(3) Bee bhspter Vil. 
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such differences are not of .much importance, but in India, 
the diversities arc so great thet allocation of taxes with 
reference to incumes alone will be very unrealistic. In 

the absence of stetisticel information in all these respects, 
the distribution of taxation can only be viewed in broad 
general terms. 

The first item in the terms of reference to’ the Taxation 
Enquiry Comittee of 192l~25 was "to examine the manner in which: 
the burden of taxation is.distributed at..present between the 
different classes of the population.* In examining this 
problem, the committee at the outset drew attention to ‘the 
difficulties in ascertaining incidence and pointed out the 
jack of statistical materiel on which conclusions ‘regarding 
distribution of taxation could he bSsed« They were aocord- 
ingly thrown back upun such 'genersul knowledge of the 
comparative incomes and stendards of living' of the different 
classes and such 'general considerations as to the desirebility 
or the reverse! of particular taxes from the point pf view. of 
their incidence. on part Ievaee Glasses, of the population, ag. 
were available to ନ I For the purpose of. examining the 
distritution of taxatipn, they divided the population into 
the following four Classes na .s orp Adered the position of 
certain sub-classee rs 

Taxation Enguiry: Committee, (192h~5) ReportsFare: hs 
Ibia:’ Para 476 


Ibid: Para 450. ne 
Ibfa: Chapters X1V¥ and XV. 
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i) urban labourers. 


(a) lebourers;- 
11) landless agricultural labourers. 


(5) Agriculturists:- 
(1) small holder. 
(ii) peasant proprietor with a 
substantial holding e. 
(i111) large landlords. 
(c) Trading Community;-— 
i petty trader. | 
il) large trsder, paying inconc tax. 
iii) big merchant .« 
(a) Professional classes;~- 
1) clericsl class. 
ii) upper professional CclasS,.e 
Out of these. classes sn attempt was made to compute the 
burden of taxation only in the. case of urban and rural labourers. 
Salt duties, customs duties on nécessaries. and productive goods, 
such as machinery wnd. raw materisls, and excise duties on 
kerosene and cotton goods were borne by .all sectlons of the 
population and the share falling on labourers was arrived at 
by dividing the aggregate revenue from these sources by -the. 
total population. The amount of revenue from excise dutieg 
on intoxicants, collected in rural areas was divided by ‘the 
ural population to ascertain the burden on landless labourers, 
and the amount estimated to have been collected in certain 
urben areas .was divided by the number of urban labourers 
to determine their share. The burden of some local taxes on 
labourers. was also similarly computed. On this basis, the 
Committee made an estimste of the per capita tex burden on 


rural and urban working classes. Such a computation can 


Digitized by PPRACHIN, SOA 


-5]1 3 


hardly be considered realistic. Apart from the differences 

in wages (ithe Committee included artisans also among 

lebourers) among the different grades of wage-earners, there 
was no basis for the assumption that the taxes which affected 
sll the different classes of the community were borne equelly 
by every particular individual. In respect of the remaining 
classes, the Committee did not attempt any quantitative 
measurement of ithe burden, but merely pointed out in general 
terms which of the taxes affected any particuler classe The 
general conclusions of the Committee were that the distribution 
of the tax burden was uneven, the village traders end big 
landlords were lightly toxed and thst the big merchants and the 
higher professional classes should make a larger contribution 
to public exchequer, although they had been made to besr the 
brunt of the additional taxation imposed after the world war le. 
These conclusions were utterly inadequate, because the problem 
of distribution was not examined with reference to the incomes 
of airfferent groups constituting the various clessse. The 

tex burden computed in the case of labourers was ne ue! 
sinee it could not be compared with the burden on other classes 
An relation to their respective incomes . The question as to 
whether and how far the tax system was progressive or regressive 
was Jeft undecided. 


The next important enquiry into the distribution of 
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(8) 
taxation was made by Shah end Khambatta. They took the 


revenve figures for 1923-24 and included the gross receipts from 
railweys and from post ond telegraph. It is herdly reasonable 
to consider gross receipts from government comnmercisl enter- 
prises as tax revenue and the inclusion of these amounts showed 
an exaggerated tax burden. For pronouncing their judgment on 
the distribution of taxation, the joint authors divided the 
entire population into two Cl6saes, the poor and the rich, ‘the 
former living on or below the margin of subeistence snd the 
latter above it. The rich section on their estimate constituted 
4 per cent of the population and derived a totsl income of 600 
crores, while the poor section, consisting of the remaining 96 
per cent had a total income of 414200 crores. Apart trom the 
unreliability of this co putation, such a division of the 
entire population into two classes was highly unrealistic and 
ignored in particular the middle clesses.e Having mede this 
classifications the authors proceeded to point out which taxes 
were borne exclusively by the rich or the poor and which were 
shared betwecn theme The revenues from the taxes shared between 
the two classes were then allocated to them in certain 
proportions, which were purely hypotheticel and arbitrary. No 
reasons vere adduced as to why such particular proportions 
were adopted by them, and it is difficult to see why certain 


(8) ahah end Khambatta:Wealth and texeble capacity of India 
` “ pp.289-91. belly of Indie 
shah: Sixty years of Indian finance Part .Ill. CheXlX,e. 

Sec elV . 
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other alternative proportions would not have been equally 
plausible. Proceeding with their assumptions, the authors 
showed thet the poor class paid 167 crores in taxation and 
the rich class 111 crores. It was then concluded that 
"economically the wenker and less able section bears pecuniarily 
the largest pronortion of the tax Buraens 15 India." 2 Even 
apart from the wmnsatisfectory character of the method adopted, 
the conclusion wae misleading. If 19 per cont. of the income 
of the rich tras taken by taxation and 14 per cent. of the 
income of the poor, it is difficult to see how the tax burden 
could be considered highly regsressivo6. This is not to deny 
that the tax burden was inequitably distributed, but the 
ealoulations vorked out in this mmnner robbed them of any 
proper simnificancss 

Je have seen that the findings of the Taxation Committee 
were utterly inadequate. But no further attempt was made 
thereafter to secure any statistical information about the 
distribution of taxation. In the course of the debate an 
the Finence Bill of 19538, a member of the Legislative Assembly 
drew the attention of Govemment to the fact that no proper 
appraisal of the policy of taxation was possible without 
ascertnining how the different classes were affected, He 
suggested that the Economic Adviser, Dr. (now Sir T.E.) Gregory 


might be entrusted with the task of finding out if anything 
orgnnerensteneeatn pratense cementation 
(9) Shah: Sixty years of Indian Finance -P.373, 
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could be done to obtain reliable information about the 
distribution of tsxetion.e Sir James Grigg, the finance 
member at the time, promised to make an OE 
directions were accordingly issued to the Economic Adviser. 
An elaborate enquiry would have been very valueble, tut after 
some preliminary efforts, the attempt wes given Up, probably 
because it was found to be too complicated, expensive and 
time-consuminge 

Although the distribution of taxation in India could 
not be statisticelly meesured, 1t was evident from the 
dominance of consumption taxes in the tax system that the 
burden was inequitebly distrituted. (This will be seen in 
the tsble to follow). In their survey of the Indian finances, 
the Simon Commission made particular reference not only to 
the great disparitics in the incosees of different classes of 
the people in Indias; but to the grave inequalities whieh, 
as it gssemed to them,prevailed in the distribution of taxa—- 
OC The tax system was eubjected to criticism in the 
Legislature and by leaders of public opinion and profesaional 
economists. Government also recognised this fiscal injustice 
in the system. In a speech in the Legislative Aasembly, Sir 
dames Grigg geve strong expression to this view. *I have no 


lative Assexibly Debates: 19.3.1938. 
HE Becort of the Indien Statutory Commission. 
(1930) Volele re 535he 
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doubt," he remarked, "that the taxation system in India is 
regressive, that it lets off the rich too lightly and that 
it taxes the poor too he 

It is generally assumed that the larger the proportion 
of direct to indirect taxation, the greater will be the degree 
of sporoximation to the principle of progression. But such 
a sweeping goneralisation is ingorrect.e Land revenue in India, 
for instance, is a direct tax on property; but it is levied 
at a Tlat rate per acre fnc not with reference to the total 
income of the tax-payer. On the other hand, every tax on 
goods and services cannot be classed as a regressive impost,. 
A tex on mn article cf luxury is progressive in its effeat, 
as between the rich and the poor sections, though it may be 
regressive as between individual members of the partioular 
classes which consume ths article. In pronouncing any 
judgment on a tax system, one has therefore to assess the 
{neidence of each direct end indirect tax, Jhother there was 
eny irprovement in the distribution of taxation in India 
during the war can be judged by comparing the Telative import» 
eanee of the different tax categories in the tax structure before 
and at the end of the war. 

The following table sets out the changes in the 
{importance of the daifferent taxes, which have been grouped 
broadly in accordance with their incidence from the point of 


view of the distribution of taxation. 


2 Finance member'g speethe. 
A Legislative Assembly Debates: 19.3,35. F.l656. 
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Table 74. 


Importance of Different Tax Categorles 
in the Indien Tex $yateme 


Items of Taxation Revenue FeCeOF Revenue JpeCeO 
(ks. lskhs) total (Rs.Lakhs) totel 
__ Re venue Revenue 
1, (a) Incoie tax end super : 
tax 15,24 Lo le 77 
Lgriculturol income tax 4 zz | 
Total 5,351 12 pe ୮ i 
{(b) Corporation tax ° 2,04 20,21 I 
Tax on profession, ¦ 
calling etc. 1 16 | 


Urhan ismoveable 
property tax ee ee PD 
Total 2,0 i 21 ,71 


Total s ‡ b i7, 13 1,38 ,19 31 
il.(a) Import duties on art- | 
icles of luxury 12,29 19,36 ! 
Tax on entertainnicnt | 
and bottinge 53 4,688 
Tax on electricity. 0 1 
Total p22 , 
(b) Motor vehicles tex 1,92 2,54 
Motor spirit:- 
Import duties 4,97 38 ,46 
Excise duties 1,25 2,54 
Selective Seles Tax * oe 3.7? 
Excise on tubes & tyres -~ 1,28 
Total Balk a L539 11 
Total a + b 21 , 36 16 73,953 47 
111. Stamp 9.78 16,99 
Registration 1,12 2,66 
¥. Bailways 1,31 32,00 
Post & telegraph 15 dl, 3% 
Foreste G7 BOP 
Total 2p 2 2 48,3 il 
Vv. Lend revenue 26,153 30,62 
Irrigation _2glHl 6 
a Total , 5 
v1. Salt tax 8,12 10,20 


Central excise uuties. 
(excl.those on motor spirit 


and tubes and tyres) 7st hb ,02 
Opium | I ଏ 4 

Provincial’ excise duties 43,80 Dl, 24 

General seles tax = 10,46 


cont'd on next page. 
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“Table 74 cont’a. 


Importance of Different Tex Categories 
in the Indian Tax System. 


Items of Taxation Reverie P.CeOf Revenue pec. Of 


vi .Cont'a ° 


Selective sales tax 
on tobacco 25. 55 


Import duties: 

on articles cf general 
consumption 413,73 A ,98 

on raw materials. 3,67 

on capital goods 3.1 


Some explaration is necegsary in réspect of certain items 


in the above table. Excess profits tax was a purely temporary 
war-time measure, which was abolished soon efter the war was 
over. It would not be appropriate to include this temporary 
impost to assess the changes in the relative importance of’ the 
Aifferent taxes in the tax structure. In the absence of thie 
tity Fekete under income tax snd corporation tax would have. 
ea Estimates of what the rere ne Os soe two 
heads would have been are given in the table. These are not 
accurate figures, but for the purpose of drawing up a compara=- 
tive pieture, they provide a satisfactory basis. 


{413) Actual computations ere given in the appendix at the 
end of this chapter. 
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Under customs. rovenue, receipts ‘from eéxport duties have 
been excluded. Among these duties, the efie on jute was by 
fer. the most importante Some writers were of opinion ‘that 
Jute being a monopoly of India, the incidence of thig duty 
was on Shears te Conse No student of taxation ean 
accept such a sweeping proposition. Export dautiés are shared 
between the producing country apd the foreign consumers 
according to the elasticities of demand for and supply ‘of the 
commodity concerned. But it is aiffieult: to compute how muéh 
of the jute duties was borne by the Indien producers. The 
other export duties were of minor importance, and most of them 
were specifically meant for assisting the sale or improving. 
the production of the commodities, -on whiéh the duties were 
ase Purther, it is difficult to say How the portion 
of export duties borne by Indie wae shared between growers, 
manufacturers: and merchants. Moreover, if computing the burden 
of taxes ‘on consumption, export duties ere qf no relevance. 
Ths. revenues: from these duties was small and for the sake’ of 
avoiding complications, this hes not been included in the f£4bl8. 

Import duties have been classified im the tdblé into 
those on commodities of general .consumption,:.on articles of- 
luxury, on raw rateriels snd on capital goods.” Such claessifictp~ 
tion is. bound to be more or lees arbitrary, in ae muéh as tiany 


(4) shah: Sixty years of Indien finance. P.372. 


45 See chapter Vill. 
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commodities éannot. be wholly assigned to any particular groupe 
Part of an article imported may belong to one group and a 
part to another, Further ,the officiel classifications of 
commodities into the four. groups and of the import duties are 
not carried out on identical lines, so that it ds difficult 
to compute precisely the amount of import duties realised 

in respect of the particular gr oups « The emountes under 

the different hesds hsve been estimated in accordance,as 

far as practicable, with bbe of pleted classification of the 
commodities into these a ' Hi figures, though more 

or less tentative, bring out the general picture for Judging 
the distribution of tex burden. 

The changes in te relative importance. of the various tax 
categorles in the tax structure between 193839 and. 194546 
are clearly brought out in ‘the s#bove table. The development 
of the income tax wes an outstanding achievement during the 
ware The general income tex and the tax on agricultural 
income which had been resporisible for only 12 pec. of the 
total revenue before the War, provided as much as 26 per ‘cent 
{n the least year of the war period. Corporation ‘taxy being 


(46) Cleesificaticon of commodities into articles of general 
consumption, luxury articles, raw materiale and capital goods 
18 given fn the Bconomic Adviser's publication, “The burden 

of the Indian tariff". a 

Kotes on the Cugtonis revenue wnder the different beads .are. -+ 
given in the appendix at the end of this chapter. 
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& levy on net profits of companies wes borne by shareholders. 
It msy be argued that this tax, being @ special impost on 
compenies, as distinguished from other types of businesses, 
might have been shifted on through prices. Rut there was no 
such probsbility. Shareholders enjoyed. the advantages of 
limited lisbility and passive investment of their ospital. 
Unlike. other business concerns, companies were not gubjected 
to any taxation on their PP 
corporation tax filled this gap. In view of thease. congider- 
ations, it was not likely that shareholders. would trensfer 
their capital to private business on. aecount .of the .cerporation 
tax, poerticularly as long as the rate .of the ‘tax wes not very 
heayy. The incidence of the. corporation tax. was therefore on 
the shareholders. It. is true that profits from. investment, 
in. shares do not bear eny definite relation to the total 
income , of .a person end, therefore. the extent of the burden 

of. this, tax cannot be dkfinitely essigned in respect of 
particular income groups. Further,.as a flet rate Levy, this 
tex de npt progreseive es :be tween smsll and large shareholders. 
But thon, investment in gheres wae confined, under the: fone 
aitions prevailing in Jndia,. to higher inceme: groupe. and the: 
Corporation tax imperted as exch an element of .progrensilopn 
into the tax system, in es much as it was borne by the rieher 


cleseese The. tax on professions, trade, calling and employment 


(17) See chapter vil. 
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Was in effect an additional income taxe It was imposed at 
a a on all those who were assessed to general income 
tax, and thus the hurden of this tax was on the well-to-do 
classes. The tax on urban immoveablc property was also a 
partial income tax. Properties with incomes up to a certain 
limit were taxed at a low rate and those with larger incomes 
at a I Shifting of the tax through higher rents 
bo occupiers was made illegal and the owners therefore were 
to bear the tax. Owners of immoveable property in urban 
areas generally belonged -to higher income groups and the 
tax was thus progressive in effect as between the lower and 
higher income groups. These direct taxes —- the General income 
tax, the agricultural income tax, the Corporation tax, the 
tax on profession etc. and the urban immoveable property tax - 
used to provide only 13 pec. of the revenue of the governments 
before the war, but in the last year of the war period they 
accounted for as large a proportion as 31 per cent. It is 
of course not to be inferred that the tax system at the end 
of the war conformed to the ideals of the principle of 
progression; but on account of these de¥elopments, there was 
a definite improvement in the distribution of taxation at the 
end of the war over what it had been in the pre-war dayse 

P 
(18) See chapter X. 
(19) see chapter Xe. 
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The second group in the table is constituted of the 
indirect taxes, which were borne mostly by the middle and 
the upper income groups. Import uuties on articles of luxury 
evidently come under this category. Taxes on entertainment 
end betting, and on consumption of slectricity should elec 
be included in this group. »bPlaces of enterteinment in respect 
of which taxes were imposed were not within the rebeh of the 
very poor classes, ithe rates of such taxes were graduated 
sccording to the price of admission and in most cases, lower 
class seats were exempted from the a The tax on 
betting was definitely en impost on as pastime of luxury, The ° 
tax on electricity was imposed in respect of consumption for 
the purposes of lights and fans and in theatres and 61 ମଞାaes 
Electricity was av: ilable only in certain urban areas. Jn 
a of thege pleces, the poor eections of the inhabitants 
were nat fble to enjoy its advantage snd, at eny rate, in most 
of the provinces where electricity was LU = 5 a 
within certain prescribed units was exenipted, Taxes on 
entertainment and betting and on consumption of electricity, 
ike the import duties on articles of luxury, were thus 
realiged from the well-to-do classes of the community. In 
1938-39, 10, per cent of the total reyenue was realised £rom 
these taxes; but in the lest year of the war period, their 
contribution fell to 6 per cent. This fall in the relative 


20) See chapter X. 
(21) ee ghepter Xe 
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importance of luxury taxation, by itself, adversely effected 
fiscel justice. But this was very much morc than counter- 
balanced by the increase in the progressive direct tax6s8. 

It must further be pointed out that Government d1i@ not pursue 

a policy of lightening the hurden of indirect taxation on 

the upper .classes. In fact, the amusement tax ଛ୍ the electric 
Aty duty were.developed during the war period, While there 

wes imposed a general surcharge of 20 per cent on import 

duties in general, the surcharges on the duties on spirit 

end tobacco, two luxury erticles, were raised to 50 per cent 


27 
at a later stage of the war. The contribution f rom the 


indirect taxes borne by upper income groupe was much Pr i 
at the end of the wer then in the pre-war days, but its 
proportion to total revenue becums loss due to the large 
expansion of other sources, particularly the progressive 
direcot tars6., 

Along with the ebove indirect er be ନ 
(a) the licence fees on motor Vehicles, 4) the import 
aunties, the exoise-quties end the, selective sales tex on 
moter spirit and (¢) the excise duties on tubes end tyres. 
It is daifficult.te agcertein how mych of these taxes was, 
borne. by owners. ef private ears, who belonged to higher ASCE 
groupe and: how mueh py. the general, population using public 


eT 


\ t+Bee ghapter Yllie ... 
22) oo apter, 1222 Gobacto, “ Heing of higher Guat ty ,- was 


(23) ” pa ପଚ ନ ଏ ear are ନଗଖ୍ଣ: ଏ “texts or a 


cr] 
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motor conveyances. But. it is reasonable to. assume that a 
substantial portion of these taxes fell on the richer sectiong 
of the community, The increase in the proceeds of these 
taxes from 6 per cent, of the total revenue before the war 

to 11 per cent. at the end of .i% compensated the fall in the 
relative importance of luxury taxation, described im the 
preceeding paragraph. 

The third group of taxes in the table consists of 
stamp duties = judicial and non=judicial = and registration 
fees. These taxes bear no clearly definable relation to the 
incomes of individuals. Judicial fees are borne by litigants, 
but they cannot all be taken as belonging to well=to=do 
classes. In euits for recovery of rents poor cultivators. 
.are involved, and in thoge for realisation of loans, poor 
borrowers are parties, Non=judicial stamp. duties on certain 
transactions may be shifted through higher prices; but it 
As difficult to ascertain how much of them are passed on to 
consumers. Besides, in India, official accounts showed a 
classification of revenues from nonejudicial ‘stamp duties 
according to the types of stamps used,not the nature of trans~ 
Se oe It.ia not therefore possible te draw any general 
conclusion about how mach of the revenue from gsuth dutiece was 
1fkely to have been transferred to consumers. 3o far as 
registration fees are 0oncerned, it is equally aifficult to 
sscign ‘them ¥o particular iicome groups.: Registration was 
compulsory in almost all transactions ih immo¥eablé property 
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and optional in respeet of others. How these fees were 
shared between buyers and sellers depended upon their bargain- 
ing atrength at the time of transactions. These buyers and 
sellers cannot be said to have belonged exclusively to upper 
income groupe, because emall landholders were also partici- 
pante in such transactions. It may perhsps be correct to 
say that the poor section of the community éid not bear much 
of the burden of stamp duties and registration fees; but no 
definite conclusion cmn ‘be drawn as to their incidence on 
different income groups. (24) ‘he aiminution in the importance 
of the revenue of these taxes from 8 per cent. before the war 
to 4 per cent. of the total revenue in 1945=46 does not lead 
to any definite conclusions with regard to the distribution 
of taxation. But since the revenue from these taxes was of 
minor importance, it does not make any difference 49 exclude 
$t in assessing the change in the tax structure from the point 
of view of ‘fiscal justice. 

The next ‘group consists of the net revenues from 
post and telegraph, railways and forests, ‘The increase in 
these revenues during the war was very large. It has already 


(24) In ascertaining the burden of taxation on different 
income groups in U.K. , the Colwyn Committee omitted stamp 
duties. ( Report. Para. 223 J. I a 

Shirras and Rosgtas added etamp duties on cheques, 
receipts, etc., to taxes on production, assuming that the 
bulk of them were passed to consumers in prices. Duties 
on stocks, shares, Companies’ share capital, etc., were 


xdéd, 
cx Burden of British Taxation (1942). FP. 102, 
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been argued in the preceeding section why these revenues 
should be coneidered as tax .revenue. But 4 is not possible 
to assign them as between the upper and lower income ‘groups. 
Let us take first the case of railway contributions $0 
general revenue. The proportions of the gross earnings from 
passenger traffic realised from the passengers of first, 
second and. intermediate classes op the one hand and the 3rd 
Class passengers on the other, is not a correct index of 
the distribution of such receipts between the upper and the 
lower income groups. Railway travel in upper and lower 
classes was determined by the social habits of differemt 
classes and not merely by their. incomes, It was. quite usual 
for ‘persons with large incomes and belonging to certain 
business commumities to travel in 3rd class, while persons 
with lower incomes and belonging to professional classes 
travelled in upper classes. With regard to goods traffic, 
the rates charged for different. types of commodities were 
different according to thelr nature, higher rates being charged 
for articles entering into the consumption of upper income 
groups. The .profits made from railways were no .doubt & 
burden on lower income groups, but it ia difficult to say what 
portion of these was borne by them and what portion by the 
richer classes. A noticeable feature to be observed in this 
connection was that while surcharges were. imposed on passenger 


fares during the war, purely looal traffic within short’ 
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distances remained unaffected, (25) This was a consideration 
shown to the relatively poorer classes. Determination of 
how the revenue derived from post and telegraph was distributed 
between different classes is equally aifficult,. Phere again, 
as in the case of railxays, the war-time increaee in the 
rates did not affect nostecards, which wera used by the common 
maseee, (26) The forest revenue was similarly derived from 
the sale of forest produce of a wide range of varieties, 
from fuel wood to high claes timber for furniture-naking. 
It must alao be remembered that a part of the revenue from all 
these commercial snterpriees was derived from the government's 
purchase of the goods and services. It is aifficnlt th gay 
how the distribution of taxation was affected by the increased 
profits realised. from these enterprists. fhe railway and 
poatal services were utilised oniy to a small extent by the’ 
very poor clasees. It’ seems, therefore, that a proportionately 
larger burden of these profits was borne by the middYe olasses. 
Under the fourth group comes taxation of land. Lard 
revenue was a direct tax on incomes derived from a partioular 
kind of property. It was, generally speaking, a proportionate 
levy in respect of incomes from lend and was not assessed 


with reference to the capacity of the tar payers. (27) Land- 
(25) See Chapter IX: under Railways. 
The exemption from sguréharge was not according 
to the distance travelled but to the amount of the fare. 
The conecssion was therefore given to third class travel, 
26 See Chapter IX: under Post and Telegraph. 
{$ Jee Chapter X. 
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holders of permanently settled cstates paid very small 
charges and large landholders usually had gubstantial incomes 
from other sources, Land revenue thus imposed a héavy 
burden on emall landholders. This tax used to provide a 
large portion of the total revenue before the war, and ag 
such, the tax burden in the country vase s11=distributed. 
Frofite from irrigation works may be Considered along with 
land revenue. Charges for water varied véry mich from 
province to province and in different parts of the same 
province, Over a wide area such charges were consolidated 
with land revenue. A certain share 6f the produce from 
land and water was collected as land revenue’ and a part of 
the yield was credited to irrigation. In other cases, 
water was paid for separatély, the area actually irrigated 
being measured and a rate charged per-acre stcording’ to the 
quality’ of the crop raised. The incidence of the net 
revenue derived from irrigation was not, broadly speaking, 
much aifferent from that of land revenue. ‘hese two tarés 
together acdpunted for 22 per cant. of the total revenue” 
An 1938-39; but due to the development of other sources, the 
contributiocri of theaeé two was redutsd fo 8 per cent. of the 
total revenue in 1945-46. ‘he anomalies in their asséssment, 
of course, still continued, but the reduction in their 
proportionate contribution to total revenue made a distinct 
improvement in the distribution of the tax burd¢n, 
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Under the last category in the table are grouped 


all such taxes as were regressive in character and imposed 
heavy burdens on the economically weaker sections of thé 
communi ty. Salt tar was the most regressive impost. 
Central excise duties (excluding those on motor spirit and 
on tyres and tubes) were imposed, on articles of general 


(28) 


consumption, Provincial exgise duties on intoxicants 


nnd narcotics were largely borne by the lower income groups. (29) 


The general sales tax and the selective sales tax on 

tobacco, developed during the war, and the import duties on 
articles of general consumption were also regressive in 
character, Import duties on raw materials and capital 

goods were taxes on production in general and, as such, were 
passed on to general consumers in higher prices. (30) All 
these taxes accounted for 39 per cent. of the total revenue 
and, along with land revenue, 61 per cent., before the war. 
The tax system had thus. been highly regressive, In the 

last year of the war period the relative burden of. the ro- 
gressive indirect faxes was reduced, but not very appreciably, 
the proceeds from them still forming 30 per cent. of the 
total revenue. The sales taxes and the increase in the 
central and the provincial exciee duties were responsible for 


keeping up the burdens on the poor classes. But in comparing 


a: See Chapter VIII, 
29) Bee Chapter X. 

(30) Imported raw materials and machinery entered into 
the produetion of aifferent varieties of commodi 


Buy, if may be sald, hat toot oar ° MRCGOHY arttS si for 
mostly orale 
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these percentages, it is necessary to rcmeuber certain 
significant differences. Provincial excise revenue was 
no doubt largely puid by the economically weaker sections 
of the population. Foreign liquor was an orticle of luxury 
ands, on nCcount of henvy reduction of imports during the wars, 
iiquor of this type was manufactured in India, and in the 
revenue fro. vrovincinl excise was included the amounts 
realised from the richer cl:ssés consuming the locally 
menufactured ‘foreign ee In the schemes of general 
Sales taxes adopted in different provinces, not only vere 
amall vendors erempted, but the taxes were not spplicable to 
a number of articles, which were prime necessarlits. In view of 
the se considerations, the burden of the regressive indirect 
taxcs was ccetually less than what is indicated by the figures 
for 1945-46 

In the light of the above discussion, the accounts given 
in Toble 74 may be stated in a simplified rianner.e The tax 
categories may be roughly divided into three broad clssges. 
The first class consists of the taxes in Groups 1 and lil, 
which contain a large element of progression. The ‘second 
class is composed of taxes, in Groups 111 and iV, on commodities 
and services Soneuned by rich and por in a manner that does 
not permit one to say whether they are progressive or regrese- 


ive in incidence . These taxes might be considered as t‘neutral'. 


Pe Me aaa CONE NP PN NE NG AE a OOS OG a ER 
(314) gee chapter Xe. 
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Taxes: in Groups ¥ end Vi come under the third cless. -These 
taxes affect the poorer clases to a large extent, end, a8 
such, are regressive. The contributions of these three brosd 
Classes of taxes to the total tax revenues in the. immediate 


pre-war year and the. lest year of’ the war period were af 


follows. 
Percentage of totecl tex revenues 
193839 1945-46 
Class 1 — Progresalve taxes 29 48. 
Clas: 11 - ‘Neutral’ taxes 10 13 
Class 111 - Regressive taxes 6+ 38 


‘The above. analysis clearly shows that there was eo 
distinct improvement in the distribution of the burden oF: 
texation et ‘the end of the war over what it had ‘been in the 
pre-war days. This uoces not of courst meon that the tax 
structure. in 1945=46 conformed. to the ideals of’ the principle 
Of progression. But the position was definitely better then 
it had been before the war,;and in-this improvement, the mejor 
Factor was the development of income tate -In a Comtry Ike 
India, with ‘the low incomes of the’ mabses of the population, 
Andirect: taxes on articles of general Consumption have to 
remain as en Amportant pert of the tex system; but there was 
enornous scope Tor progressive taxatlon-and the war-time: 
developments prepared the. ground for further improvement 1x 
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the distribution of taxation. It is resasonsble to expect that 
agricultursl income will be taken into sccount for general 
incorae tax or the separate tax ‘on such incomes be isnposed 
in all .the provinces. The rstes of incomes tax may be further 
graduated ani selective sales taxes further developed in every 
province. The tax system may be made morcequitable by such 
developments. 

£ gerloue lacuns in the Indian tax system was the 
absence of death duties. hile a steeply grsduated income 
tax Can keep down the inequality of current incomes, a death 
duty may prune down ungsocial growth of the .source of nse ned 
incomes. In. the budget speech for 1944-45, the finance 
member ennounced that Government had under active Soe 
the possibility off an estate duty on Sage 0 Np PopeP 
The Government of India Act, 1935 empowered the Central 
Government: to: impose duties in respect of succession to 
property other thsn agricultural lend, snd to provincial. 
governments, duties in respect of succession to agricultural 
PT division of powers introduced major complications. 
seperate taxes by the Central and. the provinciel governments 
will create. unnecesgsry multiplication of administrative 
machineries, give rise. to diversities in the: rates of the 
taxes and make the reslisation of progression in the rates 
aifficult. Furthers if the Government of Indias imposes the 


end some . province Or. provinces do not, there “will be oie 


“i ଥୀ 


tax 


~apeech, JSuhsk5: Pare 66. 
(353 ee of ‘India Acts 1935, Seventh .sohedule:: Federal ,;iist 
{tom-56 and Provinciel list. item 3. 
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injustice in this taxation. The Act of 1935 provided thst 
succession duties cullected by the Central government would 
be distributed ‘among thc I was therefore 
undesirable to divide the power of imposition between the 
centre and the provinces. It is necessary that the Central 
Government should impose the tax on S11 types GF properties 
and distribute the proceeds among: the provinces. 

When the Covernment of India éxamined the que sij.on of 
imposing estate duties on non-agricultural property, the 
Federsl Court expressed the opinion that ‘succession duty" 
provided in the Act of 1935 did not include ‘estate dutiesg®* . 
Thereupon an amending /ACt was passed by the Parlieamont 
empowering the Central government to impose estate duties 
on non-agricultural property ani provincial governments, on 
agricultural cRtpest On 21st March, 1946, a bill to 
levy an estate duty on non-agricultural property was 
introduced in the Centosl Leglsleative Assembly. Soon after, 
the politicsl issue overshadowed any other thing and no 
further action was taken in connection with the bill. What 
is important for our purpose is to note that Government 
made up ite mind during the war to impose estate duties, 
and constitutional difficulties end the political issve 


cabins giatien ingest peau re PS ETO Ae A ON OO PE NN Ee PN NI EP DM mi rp HP OND er 


yi. of India Act, 1935. Sec.137. 
a Anopident {0 Govt.of India Act 19535 made on 7.3.1945 
Seventh schedule: = 
Federanl legislative List: (New item)56A. Estate duty in respeot 
her than egricultural land. 


ty ot 
of Pro e ogi slative list: (New item)43A: Estate duty in 


respect of agricultural land. 
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delayed ection. It is expected that the duty will soon 
be imposed, which will make as great improvement in the 
distribution of tax burden in the country. 

Thus ‘thé war-time developments were exceedingly 
important fn the progresses toward securing fiscal Justice. 
They not ‘only brought about mubstantial improvement iit “the 
diletribution of taxation, but paved the way for further “ 


improvement in the post-war years. 
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APPENDIX TO CHAPTER X1 


Notes on Table 74. 


(a) Income tax end Corporation tax;- 

The revenue realised under the head ‘Corporation tsx' 
in 1945-46 was 7573 lakhs - 740 lakhs as corporation tax 
proper and 6833 lakhs as excess profits tax. Corporation 
tax was levied at the rate 3 ee in the rupee, amounting 
thus to 3/16 of the profits. In the absence of €.pet.e, of 
the 6833 lakhs reslised thereunder, 1281 lakhs would have 
been added tou corporation tax, making a total receipt of 
2021 lakhs. 

The balance of 5552 lskhs (6833-4281) of excess profits 
would have been subjected to income tax, which was charged 
at the rate of 4 as and 9 ps in the rupee, amounting thus 
to about 5/16 of the profits. At this rate, out of the 
profit of 5552 lakhs, an amount of 1735 lakhs would have 
been realised as ene taxe The rate of income tax 
charged on individual income was 4 as end 9 ps-on the: slab 
of income over 15000. Profits of Companies were thus 
charged at the highest rate and if a shareholder's total 
income was less thsn 15000, he was allowed the necessary 
refund. Some part of the excess profits might have gone 
to small shareholders end in thet case, the increase jn 
tax receipts would have been somewhat less than 


ine ome 


1735 lakh8,s But on the other hand increased amounts would 
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have been realised as supertax from large shareholders. 

It seems that the additionsl collections under supertax 
would have been greater then the income tax refunds to 
small shareholders. But these amounts cannot. be calculated. 
In the table therefore only 1735 lakhs has been sdded to. 
income tax revenue. 

The revenue reslised under income tax in 1945-46 was 
10230 lakhs -~ 91142 lakhs as Aneue tax proper and 1118 lakhs 
ag €epet. Excess profits tax was imposed ର profits exceed- 
ing 36000. In the absence of this tax, the amount of 14148 
lakhs collected under this head would have been esvbjected 
to income tax dt the highest rate as well as super tax. 
Super tax was cherged at the rate of 4 annas in the rupee 
on the slab of 20,000 over 35,000 rupees of income end at 
higher rates thereafter. Even ignoring these higher rates, 
9/16 of the 11†+8 ‘lakhs of excess profits, amounting to 630 
lakhs would have bééh taken ‘as income tax and super tax. 

On ae modest estimate, therefore, ‘ths total realisation 
under income “tax end super tax would haves, in the absence 
of eepete emounted ‘to 11477 lakhse 

Jno ome tex actually collected = 9112 lekhe 


Pree 


Dut of the Copets collected under 


Corporatioh tax ! 1735 ® 
Out of the e ep. {,.c0llected under 
“income tax. a 6 3c ). “ 
4 i Totel 44477 *»* 


Thus for the year 149h5-46 ; ‘the. Table shows 4477. lakhe 
under income tax and 2021 lakhs under corporation tax. 
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duties;:~- 


Import duties have been classified for the purposes of 


tnis table into those. on articles of general consumption, 


raw meterinls, canital goodsand on articles of luxury. The 


emounts have been computed in accordsnce with the following 


classification of imports given by Gregory snd Natu in “The 


burden of the Indian tariff“, one of the studies in Indian 


economics issucd by the office of the Kconomic Adviser. 


le Articles vf General Consumption: - 


ll. Raw 


Kerosene oil 

Chemicals, drugs and medicines 
glass banglee and beads 
Cotton piece goods and fents 
Galt 

Artificisnl silk goods 


Mixed fabrics (cotton and ertificiael silk 


predominating) 


heat 
Rice 


materials:~ 


Coal, coke and patent fuel 
Tobacco unmanufactured 
Hetelss,s other than iron and steel 
Oile, excluding Kerosene oil 
Pitch, ter, damer 

Tallow, Stearlne, wax 

Wood pulp | | 

Dyes, colours, paints 
Cinema films unexposed 
Textile materials and yearns 
Motor spirit mM - 
Skins and unwrought leather 
Metallic ores 

Manure 

Rew rubber 


lil Capital goods:- 


ie 
Ze 


ଶି 


Hardware, ironmongery, end tools 


‘Implementé and Listrumerits (except wétesly 


Pa - 


cont'd on next page 
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lll. Capital goods cont'd. 


Je Machinery and electrical instruments, all sorts 
44. Building materisnls 

5 Iron ond steel Fe 

Conveyances (except motor cars and cycles) 
Living animsls e. 


— NU 
* *. ° 


iV. Luxury goods include among others, the following: =— 
le Textile manufactures (excepting those already 
specified). 

2. Spirits 

J+ Rubber goods 

lie Motor cars anid cycles 

5. Paper and atationery 

6. Tobacco manufactured 

7 Provisions, oilman's stores 

86. Fruits and vegetables 

9. Tea snd coffee 
10. gsSpices 

+ ll. sugar 

42. Precious stones 
13. “Wood and timber 
144. Pont parcels, unspecified. 


{+ Sugar for general consumption was produced within the 
country and imports were restricted to fine varieties 
consumed by the richer classes. Excise duty on sugar was 
a tax on an articlc of general consumption) 

Revenues from duties on salt and motor spirit have 
been separately shown in the table. 

It is not easy to fit in with this classification all 
the articles or groups of articles against which revenue 
receipts have been shown in official accounts. The amounts 
under the four Categories have been computed in conformity 
with the ebove claseifiocation, as far ss practicable. The 
receipts under ®s11 other heads" have been proportionately 
divided among the four groups. In the explanatory memorands 


to general pudgets and the account of gsea-borne trade of 
Qo $ q 
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British India, gross colle&tions are shown under different 
items snd refunds are given at the end in pump ¢ ims. 
These refunds have, in the computation, been assigned 
proportionately to the 4 heads. 

No details ore available about land customs. The. 
revenue from this was however small (12 lakhs in 1938-39 
and 18 lakhs in 1945-46) and has heen excluded. In 1945=46, 
25 lakhs were realised as import duties on the disposal of 
American stocks .in India. This amount aid not eccrue Quf-. 


of normal trade snd hag been exeluded. 
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CHAPTER XII 
INFLATION 


Inflationary Forces 


Inflationary pressure has been more or less an inevitable 
concommitant of major wars, During the war period under cone 
sideration, not only were the belligerent countries faced with 
this pressure, but even the neutral countries were not able to 
avoid it. The degree of inflation was, however, very different 
from one country to another, and this made all the difference 
with regard to the repercussions on their respective national 
economies. The extent of inflationary pressure depended on the 
war demands of a country in relation to its national product, 
the methods of war finance adopted, the structure of its 
economy, its capacity for expanding production to meet the 
rapidly increaning demands and the nature and success of the 
various measures of control. In India, inflation during the 
war assumed serious proportions and outstanding among the 
developments during this period were the enormous monetary ex- 
paneion and spectacular rise in prices ae in cost of living, 
with their necessary consequences on the life of the community. 

The main sources of war-time inflation in India were 
(a) ‘the defence expenditure of the government, (b) the British 
war expenditure in India and (ec) the surplus of visible and 
invisible exports over imports. We shall proceed to examine 
how these factors generated inflationary pressuré and what vis’ 


the relative importance of each of them. 
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The large expenditure incurred by the Government of India 
for fighting the war was a maar factor responsible for inflation. 
We have eeen(2) that year after year this expenditure went on 
rapidly increasing, but during the, first phase: of the war, it 
wae still modérate compared with that An fhe stbsequent years. 
After the Japanese entry into the war, fighting was intensified 
and India's war expenditure reached énormous heights. In 80 
far as ‘this large expenditure was met by deficit finanping, there 
wae generated an additional money demand .in the country which 
was inflationary in eharacter. To this extent, the government 
obtained goods and services for war purposes by a process of 
adding te the total money demand instead of ‘offsetting -government 
demand by a contraction of private demand. fhis necessarily 
brought about an increase in money incomes dnd prices, whiéh 
Became greater and greater as the defioit financing ‘assumed 
larger proportions. 

The budgetary deficits during the w&r years are shown An 
the following table:i- 


¢ Wi 7 . ଝା 


(1) See Chapter v. 
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Table 75 


Deficits of the Central Government 


(Rs. Crores) 


1939-40 
| 1940-42 
10°45] -A2 
1942-43 
1943-44 
1944-4 

1945-4 


It will be observed from the table that during the first 


three years, the expenditure uncovered by revenue receipts was 
small. In 1042-43 there was & sudden large increase in the 
daficit and the peak figure was reached {fn the following year. 
In 1944-45 the situation coritinued almost unehanged, end it wes 
only in the last year of the poriod that there was & reduction 
in the deficit on account of the cessation of hostilities in the 
middle of the year. These large deficits during the last four 
years exerted a sgtrong inflationary pressure. 

The above accounts show only the deficits in the finances 
of the Government of India. The expenditure undertaken on 
behalf of His Majesty's Government was met by deficit financing. 
There was no difference between this expenditure and the budget 
deficits so far as the pressure on the Indian resources was con-~ 


cerned . The economic results of the two were identical and they 


(2) The major part of the capital expenditure from 1942-43 $0 . 
1945-46 was undertaken for defence purposes. See Chapter ¥, 
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were both inflationary in their consequences. The ‘recoverable! 
war expenditure (i.e. British war expenditure in India) during 
the war period wae almost equal to the total war expenditure, 
charged to India's account. 3’ hile only: a- part of; the war 
expenditure ‘of the Government of India wag defseit-finaticed, 
the entire ‘recoverable! expenditure generated an, additional. 
money .demand in the country and, as such, was a much larger 
inflationary factor on the economy. 
Throughout the seven years of the war period, India had a 
considerable positive or favourable balance of trade, The 
effect of this balance had exactly the game effect as he. 
‘recoverable! expenditure, In so far as exports were offset, 
by imports, there was no addition to the aggregate .money demand \ 
in India, But the net export eurplus was. an additional, expend~- 
iture on foreign accounts which augmented the total demand on 
India's resources. The following table shows India's visible 


balance of trade during the war yearsi- 


PES Or Pee 5 70 0 a on SION ANG CE CN Ste OG NN NDA SE ANG NN OOOO ts ere NN ent AON A 


(3) Table 14 in Chapter VY. 
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Table 76 


Balance of Trade (On Private Accounts) 


(Re, Crores 


Export of 
Merchandise 


including {Imports of nr Fp oer on Private | Balance 
re-exports | Merchandi ts. [of frade 


1945-4 


(Source! Sea-borne trade and navigation of British India) 


The above table showe the net export surplus on private 
account alone. The Yolume of trade on Government accoun% was 
withheld from publication during the war in view of strategic 
considerations and, as euch, the picture with regard to the net 
balance of trade is incomplete. In 1939-40, the visible 
balance, ae shown in the table, was 79 crores of rupees. After 
a fall in the .following year,. 1t gradually increased to-95 erores | 
-4n 1043-A4. Thereafter Mero vas a change in “the situation, 
hen “the: government adopted - the poltey- of securing more- Amport) 
Accordingly, auring the last two years of the war pertod, the 
gap between exports and importe was very greatly reduced. When 
the war expenditure was at very pieh levels, this reduction in 
the positive balance of trade, small though ¢ wa, compared 
with the aggregate additional expenditure incurred in the 
ght some relief. 


gomtry, 


— 5 rR 


A) See Chapter VIII. 
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There were certain other foreign transactions, the net 
positive balance of which had exactly the same inflationary 
effects as the recoverable expenditure and the positive visible 


balance of trade. The requisite statistical material is not 


possible to make an approximate estimate of the positive balance 
of the invisible trade from the “sterling transactions of the 
Reserve Bank. The acquisition of sterling in the Bank arose 
out of the aggregate favourable balanceg of foreign transactions 
and the payments made by H.M.Ge for their war expenditure in 
India. A part of this sterling was utilised for the re- 
patriation of sterling debt and for meeting other sterling 
commitments, and. the balance was accumulated in the Bank. By 
‘analysing the relevant items, & rough estimate of the net 
balances arising out of the ‘other* foreign transactions may be 


made as follows :-— 
Table 77 


Net Positive Balance of other Foreign Traneactions 
(Re. Crores 


1 


OFFENSE 72 SE CrP Cor Pere Or 


b) Visible balance of 


trade 5A 82, 87 95 29 30 


c) Sterling utilised for 
repatriation and other 


sterling commitments |121 |{ 158 | 208 83 88 73 


a) Balance of sterling 


left over (atb-c) -24 | 123 189 । 377 298 299 


€) Increase in sterling 
holdings of Reserve 


oo M 2 | 140 | 227 | 434 | 48 | 361 
; f otner 
£) ot pe transactions 26 | 17 38 | 57 [120 é2 


8 : Table 76 and Report on Currency and Finance! 
ourees Réserve Bank of India, 1945-46 


et i 
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(Notes on Table 77:- Increase in the sterling holdings is 
the difference between the amounts held 
at the end of the years. 

Figures for 1939-40 cannot be computed 
because the Report on Currency and 
Finance gives the relevant figures as 


from Jeptember 1939, 

The aggregate additional money demands generated by the 
various factors from year to year are given in ‘the following 
table:i- 

Table 78 


Aggregate Inflationary Expenditure 


Deficit 
Expenditure 


ଏ Balance [Foreign 


Transactions 


(From Tables 75, 14, 76 and 77) 


Notei= Total for 1939-40 is based on the agsumption that the 
balance of ‘ ‘other’ transactions was insignificant, 


The table gives an estimate of the magnitude of the addition 
to the expenditure stream in India during thé war. The net 
balances arising out of the vieible and “invisible transactions 
were demeonts .ef ‘mino™ “importance ‘An the aggregate addition. 
Budget deficits were very large, but the éxpenditure inoursed on 
behalf .of the British Government was far ard .away the most 
important ‘source of inflation in India. 
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When there Aes unemployment, deficit expenditure creates 
additional demand, stimulates economic activity, reduces 
unemployment and brings about expansion in production. As 
long as. this process continues, there ie no apprehension of 
inflation, though geome prices may rise on account of shifts in 
demand, structural adjustments and technical bottlenecks in 


certain branches of production. When deficit expenditure is 


carried beyond the gtage at which the unused margin is exhausted 
and no further expansion in profiuction is forthcoming, the 
economy is faced with an inflationary pressure. 

During the war there wag a. coneiderable increase in the 
volume of employment in Indias. The strength of the fighting 
forces was increased by 2A lakhs. (5) A large number found 
employment in executing auxiliary work, ‘like butilding roads, 
aerodromes and the like, The administrative staff under the 
Central and the provincial governments was enlarged to. a great 
extent. Organised factories gave employment ‘£0: 900,000. 
additional sersansy ©” The increase in war-time employment 
was thus fairly large, but this does not mean that ell the 
available labour was absorbed, -Zn a country with-a population 


of 389 millions {1941 census), fhere vere large unutilised. human 


(5) Strength of the Armed Forces:i- 1939 1945 


fndian Army 589 ,006 2,500,000 

Royal Indian Navy 2,300 30 000 

Royal Indian Air Force 1,600 305000 

Women's Auxiliary yarns ia  40’006 
ou E 


92; 960 
ss ପnerease 2,377,100 
(India ané the War, 1939-45: The Facts. India Offfo6) 


- 


(6) ‘See Table S29 in ‘Chapter Y. 
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resources of which only a very small part was utilised during the 
war. The infusion of additional demand tends towards the 
reslisation of full employment. This does not, of course, bring 
about the maximum production and employment a country is 
potentially capable of reaching, but only what ie feasible at 

the particular time under the given circumstances. In highly 
industrialised countries, where the equipment and organisation 

are such as to absorb the unused manpower, every availlable hand 
may be utilised under the stimulus of deficit expenditure. ‘Mme 
problem of unemployment in India was very different in 

character, There was a large volume of disguised unemployment 
or under-employment, particularly in the agricultural seetor, 

In some places, such as in the Funjab, service in the Armed Forces 
attracted come people from their rural oceupations, but 
agriculturists. in the main continued under-employed in their 
traditional work. The economic organisation and the institution 
al set-up prevented any improvement in the situation. Manu- 
facturing industries could provide additional employment for an 
exceedingly emall number of people. The expansion of 

industries was eeriously handicapped by insurmountable limitations 
The most important limiting factor was the lack of machinery. 
Large-scale industries in India were almost completely dependent 
on foreign countries for their mechanical equipment. During 

the war, it was impossible to secre any new machinery, and even 
necessary spare parte could not be had te keep the existing 
machinery in proper condition. The enly: courses left open wes 

to utilise the productive potential of the existing machinery by 
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working 1t to its full capacity. Under such conditions, 
industrial expansion was exceedingly limitede There were 
certain other serious difficulties as well.e Supply of power 
for industries was highly inelastic. There was scarcely any 
improvement in the production of coal, and, in fact, in 1943-44 
and 1944-45, production fell below the pre-war level." In=- 
creased miiitary transport consumed edait1 onal power and the 
industries were faced with a serious bottleneck even for the 
full working of the existing plant. Again, although the total 
Jabour supply in the country was exceedingly large, the supply 
of skilled and technical personnsl wag inadequate . Even 
unskilled lebourers for particular purposes were not Cor thaoke 
ing in requisite nufhassy co Under the circumstances, indust- 
rial expansion on an extensive scale was not practicable. 

Thus the scope for expansion in the aggregate natitnal 
product was very limi ted. Under the given conditions, Indian 
economy was highly inelastic. The practicable level of effect- 
ive full employment was thus soon reached. The progressively 
mounting deficit expenditure therefore ineyitably exerted: 
heavy inflationary pressure . 

The position with regard to the current supply of 
commodities can be visualised from the folldffing accounts. In 
the predominantly rural character of the Indian economy, with 


- 


(7) see Table 21 in Chapter V. “* 


(8) As for instance, the ban on the employment of women under- 
ground in the coal mines was lifted in August, 1943, on 
account of labour shortage. This was done as a tempor- 
ary measure and the prohibition became again operative 
from February, 1946. . 
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more than 70 per cent. of the population dependent on land, 
agricultural production constituted overwhelmingly the major 
part of the national producte The average yield from land 
vas low; but it was not possible to secure any immediate im- 
provement. Agriculturalists in India were largely subsistence 
farmers. Under the existing systems of land tenure, with 
inadequate credit and marketing facilities and no proper 
organisation of the rural economy, they had neither the capa- 
city nor the incentive to improve methods of cultivation and 
increase the productivity of the land. The entire system 
required nn overhaul, but this was a long period problem. 
Agricultural production taken as a whole did not show any 
improvement during the war.‘ 2) The supply was rigid in spite 
of the enormous pressure of demand .e 

Industriel expansion, as has already been pointed out, 
was subject to serious limitations . There was considerable 
increase in the production of certain industries, but the 
expansion in industrial output as a whole was not large. The 
increase in the output of factories was some 40 to 50 per cent. 
and in emall-scale industries about 25 per cent. (10) In view 
of the predominance of agriculture in the national economy, 
this increase in industrial output did not bring about any 
appreciable improvement in the aggregate national product .( 11) 
re isaemarina 


(9) See Chapter Ve. 


(10) See Chapter V. 

11) It has already been pointed out that the increase in the 

Co national output in real terms in 1944-45 was approximately 
15% over the 1938-39 level. 
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The foreign trade of India, instead of augmenting the 
current supply of goods, affected the position adversely. In 
1942-143, the quantum of imports was reduced to as little as 
38 per cent. of the 1938-39 level, while exports fell to 62 
per cent. In the following year exports were reduced to 54 
per cent. of the pre-war level, but the imports were still 
less than 40 per cent. 12) Supply thus deteriorated on account 
of these developments in the Foretign trade . Inflationary 
pressure accordingly became greater. During the last two war- 
years there was some improvement in the situation when ‘the 
Government secured larger supplies of congumers' goods, raw 
materials and machinery from abroad. 

The country was faced with an acute shortage of con- 
sumer goods for civilian uge. This scarcity arose not only 
because of war demands, but also because foreign supplies were 
very largely cut off when the war situation deteriorated. 
Difficulties of transport and distribution and artificial 
scarcity created by nervous hoardings made the supply position 
still more acute. The large additional demand increased the 
money income of the people. Voluntary savings were small, 
because the bulk of the population had low incomes, barely 
adequate for subsistence. The large increase in the spending 


power in the face of acute shortage of consumer goods resulted 
in inflated prices. 


OP ce ORE ee EE EO PEE Te 
(12) see Chapter VIII. 
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The overall shortage of goods for civilian Consgump- 
tion was the necessary counterpart of the diversion of 
resources to meet the large war demands and the foreign 
reaquirementse But the acute shortage of certain essential 
consumer goods was of particular importance in raising the 
price level. Supply of commodities like foodgrains, cotton 
goods and kerosene, on which almost the entire income of the 
masses was spent, was seriously affected during the later 
phase of the ware The following table shows the extent of 


shortage in these commodities. 


Tc Tab “4 
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India used to be a net importer of cotton goods to 
the extent of about 500 million yards. But during the war, 
not only was the foreign supply completely cut off, but she 
parted with a portion of her home produce for foreign con- 
sumption, which amounted to move than 800 million yards in 
1942-43. Out of the reduced quantities available, the mili- 
tary demands in the country had to be met. Prices of cotton 
goods accordingly soared to enormous heights and there was a 
good deal of distress in the country. 122 Handlooms expanded 
their production, but this additional output mainly went to 
meet military requirements. The supply of kerosene was re-— 
duced to Jess than half on account of the Japanese occupation 
of Burma, from where the major portion of the imports used to 
be obtained. This created an acute shortage ,and intense 
black market operations developed throughout the country. 

The statistics of agricultural production in India 
are very unsatisfactory. The figures are therefore to be 
interpreted with caution. It will be seen from the above 
table that the supply of foodgrains was not really less in 
1942-43 and 1943-44 than in the preceeding years.e But the 
greatly increased demand has also to be taken into account. 
Ade qua te supplies had to be provided for the large body of 


armed forces. There was a good deal of waste of foodstuff 


NCTE GUO ¢ 
‘conomic Adviser's index:~ Auge 1939 = 100. 
(5) & General index —- 1943-44 = 237 
Price index of cotton goods ~ 1943-44 = 422. 
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occasioned by military decisions which had to be taken in 
haste in rapidly changing situations. In addition, refugees 
from Burma and the war prisoners interned in India had to be 
fed from the supplies avallable.e India's gupplies of food 
were inadequate even in normal times. Her population con=- 
tinued expanding at the rate of about 5 millions a year, and 
the supply of foodgrains per head was therefore greatly re—- 
duced. Local failure of crops in Bengal and certain other 
places gave rise to acute shortage in those areas, and dis~ 
location of transport facilities rendered proper distribution 
impracticable . The market supply of foodgrains wags derived 
from a large number of agriculturists who consumed the bulk of 
their produce and offered only small quantities for sale. Y/4th 
the improvement of their incomes on account of the rise in the 
prices of agricultural commodities, they either consumed more 
food or built up stocks and accordingly , greatly reduced 
quantities came to market. Imported foodgrains, though amas | 
in quantity in relation to the total supply had played a 
significant role in the market supply, and when these were cut 
off, there was acute shortage in the market. Further, it 
must also be realised that in the case of foodgrains, for which 
demand igs highly inelastic, even & small reduction in supply 
raises prices to a very great extent. 

Rise in food prices (and also the prices of cotton 
goods and kerosene) was of crucial importance in the general 


rise in the price level. In the first place, among ‘the 
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labouring classes in India, by far the largest portion of 
incomes is spent on food. When food prices rose there was 
naturally demand for higher wages, leading to higher cost of 
production and consequent rise in the price level all round. 
Secondly, a rise in the prices of manufactured goods brought 
about increased industrial profits, a large portion of which 
was saved, since they accrued to persons in the upper income 
groups. When food prices rose, agriculturists, who were 
large in numbers and of modest means, secured increased incomes, 
most of which they tried to spend. This increased spending 
exerted further pressure on the general level af prices. 

Jet us now examine the technique employed to divert 
resources for meeting the additional demand during the war. 
The entire budget deficits of the Government of India were 
fully covered by loans raised in India. 4) Some of these 
loans were secured from the genuine savings of the public. 
To the extent that these were subscribed by curtailment of 
consumption or privste investment and not from idle holdings, | 
or from loans secured from banks, there wags no inflationary 
effect, because the government outlay was offset by a corres- 
ponding amount of voluntary saeving.e A large aemount of loan 
gubscriptions was, however, obtained from the banks « The se 
10ans resulted in the expansion of credit and increased the 
money supply in the country. 


ai i iG oa Gi eG ren GT OO poi OO OO Gee EE ODOR OE ET ef OE OOO EP OREO ON. 


(14) see Chapter XIII. 
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The war expenditure incurred in India on behalf of the 
British Government and the foreign investments arising out of 
the surplus of visible and invisible exports were financed by a 
different method. The Government of India made rupee disburse-—- 
ments to obtain supplies and received payment in equivalent 
sterling in Londone The sterling received by the government 
was transferred to the Reserve Bank which made the corresponding 
amount of rupees available to the government. Under the 
Reserve Bank Act of 1934, the Bank could issue any amount of 
paper currency, provided 40% of it was backed by gold and 
sterling securities. The minimum amount to be held in gold 
was prescribed at 40 crores of rupeese The Bank had M4 crores’ 
worth of gold in the pre-war years and this amount continued 
unchanged throughout the war years . Against the sterling 
received, the Bank could therefore easily issue the corres- 
ponding amount of rupees in currency notese The volume of 
British expenditure in India went on rapidly increasing during 
the second phase of the war. Accordingly the amount of ster- 
ling in the Issue department of the Bank mounted up and eénor- | 
mous amounts of paper currency were put into circulation. The 
net surpluses arising from the balance of payments were also 
financed in similar manner. 

The following table gives the assets in the Issue do- 


partment of the Reserve Bank and the volums of notes in circu- 


Jation during the war years. 
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It will be seen from the table that the gold holdings 
of the Bank remained unchanged, the amount of rupee coins was 
considerably reduced and the rupee securities were only slightly 
increased. The sterling securities increased from 67 crores 
in 1938-39 to 1061 in 1945~46 and the entire currency expansion 
vas thus occasioned by the accumulation of sterling. The 
deficits of the Government of India were not instrumental in 
the creation of currency, but thE British expenditure and the 
favourable balance of payments were financed by abnormal 
currency expansion. 

A portion of the sterling acquisitions during the war 
was not used in this way, but was used for the repatriation of 
sterling debt, for which rupee finance was obtained in India 
from internal loans . Repatriation of debt was a part of the 
transactions of the Government of India and accordingly it was 
considered proper to raise loans not only to cover the budget 
deficits but also to pay off this external debt. Obviously, 
had there been no sterling debt, the expansion of currency would 
havé gone further by the additional extent of the amount of 
debt repatriated. As it was, a part of the Britigh expenditure 
in India was financed by internal loans. 

The fact that the Indian deficit was financed by loans 
and the major part of He.M.Government's expenditure by expansion 


of currency marked a distinction in technique ,( 15) But for 


(15) The significance of observing the distinction will be 
discussed in the last section of the Chapter. 


Digitized by PPRACHIN, SOA 


- 562 = 


assessing the total inflationary pressure, the entire additional 
expenditure has to be taken into account. A part of HeMe 
Government! s expenditure, as has been pointed out before, was 
met from internal loanse £ part of the budget deficits was 
financed by the creation of bank credit. Additional savings 
of the people invested in government securities became possible 
on account of expanded money incomese Aven if the entire 
additional expenditure had been on budget deficit account, 
monetary expansion would have been effected to impose curtail- 
ment of civilian consumption. The essence of the problem was 
to expand money incomes so as to secure the diversion of 
requisite resources to meet the large additional expenditure. 

The expansion in money supply during the war arising 
out of the sum total of the deficit expenditure is shown in the 
following table. 


Table 81. 
Currency notes and demand deposits. 
Un the Notes in cipci- Demend deposits Total of notes 
Jast lation in scheduled & and demand 
Friday of: non-scheduled deposits 
banks 
Amount. Indices. Amount, Indices, Amount, Indices. 
(Rs. cro- (1939 Aug (Rs.cro- (1939 Aug (Rs.cro- (1939 Mug 
res = 100 res = 100 res = 100 
Auge 1939 169 100 41 100 310 100 
Sep. 1940 217 122 163 216 380 123 
Mar. 1941 241 2 177 125 418 135 
" 1942 382 226 232 164 64 198 
୪ 1943 64 381 367 27h 1031 300 
un 1944 682 522 543 385 125 L60 
" 1945 1085 6h2 62h 43 1709 551 
“" _ 1946 1219 _ 722 735 523 1954 30 


(source: Report on Currency and Finsnce. ReB. of Indie. 
195-46 end 1946-47) 
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The expansion of notes in circulation was much greater 
than that of the demand deposits in the bankse At the end of 
1945-46, the fonmer had become seven times what it had been on 
the eve of the war and the latter five times. The banks did 
not expand credit by lending to the private gector of the 
economy to the extent possible for them in consideration of 
their financial position. They maintained a higher cash ratio 
than in pre-war days .( 26) This was due to a slackening of 
demand by the private sector and to a deliberate policy adopted 
by the banks. The total expansion of credit was, in con- 
sequence, not as great as it would otherwise have beene By 
the end of March, 1942, the total money supply had become al- 
most double the pré-war amount, and thereafter it went on ex- 
panding rapidly and become six times at the end of March, 19L46. 
Thus the large additional demand for the Indian resources was 
met by inflation of money incomes and prices which !' forced! 
people to curtail their consumption to the required extent. 

From the beginning of 1943, there was controversy 
about the real cause of inflatione ¥ hile some industrialists 
attributed the rise in prices to scarcity of goods rather than 
to the excess of purchasing power, the majority of professional 
economists deprecated the method of financing British expendi- 


ture in India by progressive expansion of currency which was 


~~” 


emesis e-em eter eae ere enter ranean arn eer 
(16) percentage of cash reserve of the Bcheduled banks to the 
total demand and time liabilities: - 
1938-39 - 9.5 1942-43 - 16.7 
1943-44 = Wel 1944-45 = 35.0 
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held to be chiefly responsible for inflationary prices. 17) 

The two viewpoints merely emphasised the two different aspects 
of the essential problem - the enormous additional demand in 
the fact of the inelasticity of the economy. The industrial- 
ists took their stand on the contention that production could 
be increased 'if government were capable of inspiring, plamning 
‘and mobilising the country's mind and capacity.! Whether and 
to what extent production could have been increased is a matter 
of opinion; ‘but in fact expansion im production was far from 
significant. On-the l2th of April, 1943, twenty Indian 
economists, under the leadership of Prof. V.G.Kale issued a 
manifesto giving expression to the view that “the rapid rise 

in the general price level during the past two years and the 
enormous e#pansion of currency in India are ...Causally re-— 
lated." In as much as the British expenditure was met by 
ever increasing expansion of currency, “the inflation in Indie," 
the manifesto went on to say, "is a deficit-induced fiat- 

money inflation". This presentation did not go to the root of 
thé problem. There was no difference between H.M.Government's 
expenditure and Indian deficits with regard to their strain on 


the resources and expansion of currency was not by itself 


(17) Prof. C.N.Vakil was the first among the Indian economists 
td draw the attention of the people and the government to 
the progressive inflation by the expansion of currency. 
His pamphlet “The Falling Rupee" was first published in 
January, 1943. 

Mne GeDeBirla, a léading industrialist in his “Inflation 
or Scarcity" published in March, 1943, attributed high 
prices to the ‘prevailing scarcity and pressed for a 
rapid programme of expansion in production. 
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inflationary. The economists had, however, a firm ground 

if they implied that a part of this expenditure could have 
been financed by further taxation or stimulation of additional 
savings without a very large increase in money incomes. Sir 
JeBe Taylor, Governor of the Reserve Bank clearly described the 
situation when he pointed out that “though there has been a 
considerable rise in prices in India, I do not consider that 
this is the result of the increase in currency, but rather. the 
two phenomena together are the unavoidable result of the large 
purchase of goods and services being made by the British 
Government in India for which they give us sterling which we 
exchange for rupees." (18) 

It is unrealistic to consider Indian deficits separate- 
ly from Hei. Government's expenditure. Had the aggregate 
deficit expenditure been no larger than the voluntary savings, 
after the level of effective full employment was reached, 
resources could have been transferred without inflating money 
income s. The impact of HeM.Government’ gs expenditure and the 
favourable balance of payments in addition to that of Indian 
budget deficits was ao large that the necessary diversion of 
resources was not possible without an inflation of money incomes 
sufficient to ‘force! an adequate volume of ‘savings. Whether 
income was inflated through the expansion of currency or of 


bank credit was of no significance . The Indian economy was 


(18) Report of the 8th annual general meeting of shareholdersB, 
(108.42) Pelle 
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inelastic and the level of voluntary savings was lowe. then 
the volume of additional expenditure was enormous, it was 
through inflation that the necessary sacrifice was forced on 


the Indian populace . 
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The Course of Prices. 


The factors listed in the previous. section brought 
about ~ very large rise in prices. Amidst this general rise 
in the prices, there ras considerable disparity in the 
different price categories which vas of particular importance 
in affecting the different classes of the community, The 
index numbers compiled for the war period do not accurately 
show the variations in price movements, There was great 
diversity of prices in differont parts of the country, owing 
to the disruption of economic imity., Black market operations 
were considerable mnd varled in degree from place to place and 
commodity to commodity, The relative weights of commodities 
in ourrent production and consumption were also greatly 
altered, The price indexes based on official price 
quotations were vitiated by these factors, and, as Such, were 
not faithful measures of the changes in the price level. But 
in spite of their imperfections, they serve as rough end 
general indications of the trend of prices and are the only 
systematic guides available for appraising the situation, 

The following table shows the trend of wholesale 
prioes in respect of certein important commodity groups and 
the general index, as compiled by the Economic Adviser to the 


Government of India, 
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Table 82 
Index of ¥Yholesale Prioes, 
(week ended 19th August, 1939 = 100) 


Agricultursl Manufactured Food General 
Year Commodities Articles Articles Index 
1939-40 127.5 131.5 ooo 125 . 6 
194041 108.6 119.8 106 «5 114.8 
1941.42 124 ,2 154.5 122.1 137.0 
1942.43 166.2 190.4 174 «6 171.0 
1945-44 268.7 251.7 263.4 236 «5 
1944-45 265.4 298.3 232 9 244 «8 
1945-46 272.8 240 0 237.0 244.9 


(Note :- 1930-40: for 7 months, September 1939 
= to Karch 1940 


With the outbreak of the war, prices took an upward 
trend, wrich continued for about four months. It was 
believed that the intensification of economic warfare would 
bring nbout increasingly higher prices for both agricultural 
and manufnetured articles. There was increased demand for 
Indien produces from foreign countries. The general optimism 
ied to feverish buying at home mnd laying in of stocks. In 
eonsenuqnce, prices moved up nuickly ond in four months* time, 
the gen¢rnl index rose by 3&8 points. The rise was 
essentihlly due to speculative activities in the market. 

This was followed by a reaction, and prices took a downward 


tum from January, 1940. ‘The war turned out to be a phoney 
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war, there was a lull in active militoery ‘operations and the 
expected rise in prices did not materialise. The contemplated 
ceritrol of prices and the imposition of exoess profits taz 
reduced the prospects of profiteering. “Closure of the 
continental markets md control of foreign trade depressed the 
outlook. . Speculative notivities were in consequence depressed 
and prices continned moving dowmward wntil the lowest level 
(108) was ronchod in August, 1940. The defiotits in the 
cehtrsl midget as well as the expenditure incurred on behalf 
of H.k,0. were then very small. Currency and demand deposits 
in barks had by this time incressed by 23 per cent. and 
production was expanding within the limited available scope. 
The price movements were chiefly the consequence of 
sneculative activities and the reaction therefrom. During the 
rising phase, prices of agricultural commodities did not rise 
as much as those off’ menufactured articles, and during the 
domward course, fell to a much greater extent, These primary 
commodities were usunlly at a comparative disadvantage and 
foreign demand was sn important fgotor in influencing their 
prices. Accordinsly they weze very adversely affected when 
the dontinental merket wos cut off, 
4 During the second half of 1940-41 increased purchases 

were indertaken in India on behalf of the British Government 

end the necessary resources were secured by increasing money 
incomes. Prices slowly moved up and this gradual préoess 
continued +111 ebout the end of the following year. The 
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total additional money demand was still moderate and the 
margin of avnilable productive capacity wes not yet exhausted, 
The genore1l index of wholesale prices tose to 137 in 1941-42. 
This rise in prices was a welcome development e India’ did not 
stert from man opt imum price level and the prices of many 
essentinl commodities had been wnduly,depressed for many years 
prior to the outbreak of hostilities. The problem at this 
time was not one of arresting mny upward trend in prices, but 
ofr stimulating it, When the. wer broke out, high hopes were 
cherished for a quick reoovery.e But ‘even during the first 
four months, prices were much below the pre~depression level, 
and the recession came as A disappointment. The gradual rise 
from the middle of 1940-41 was under the circumstances a 
desirable improvement, ond the 1929 level was reached oniy in 
July, 1941, 1 It may therefore be said that’ the upward 
mévement in prices till the end of 1941-42 was what the 
ene system needed, and in fact the agricultural prices 
were stf11l balow the desired lewel. 


NN 
pfter the eutbreak Lf war with Jepan, intensification 
3 e n CN tp 


(1) CGeloutte wholesnle" index: (l929 = 100) 
` 1939 - September 81 
Dedember $97 
1940 - ‘June Bl 
% December 85 
1941 - Maroh 87 
Jume 97 
July 1086 
. December 109 
1941 -—  fKarch 109 
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of wer efforts led to a vastly 1ircrensed pressure on Indian 
resources, Both the deficits in the central budget and 
HM .G's expenditure suddenly assumed very large proportions in 
1942-43 ond rere for exceeded in the following year. The 
diversion of necessary resources was secured by large-sccle 
expansion of money incomes. The total money supply which 
had, by arch, 19453, increased bo three times the pre-war 
volume, became more than four and a half times in March, 1944, 
There was eae sharp rise in the »rices of all the different 
groups of commodities. The acute shortage of food-grains 
not only onshed up» their prices to high levels, but, as has 
been exploinod in the previous section, arfccted prices all 
TounC, In 1942-45, the general wholescle index rose to 175. 
The ertont of the rise during this year in the prices of food 
stuffs nd agriloulturnl commodities in goneral was greater 
than that of manufactured articles, though the latter were 
oti nrhead compared with the pro-war level. In 1943-44, 
the rise in the price structure became even Steeper. The 
gener:1 index shot up to 237 and food and agriculturel prices 
out-stripped those of mmnufactured articles, Inflationary 
pressure thus assumed serious proportions and the economy was 
faced with disastrous consequences. 

The phenomenal rise in prices evoked severe criticism 
of government policy. The Government of India at first 
denied that thers had been any inflation and regarded the 


prevailing idees about inflation as sheer misconceptions. 
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They presumed that as long as the provisions in the Reserve 
Bank Act were strictly followed mand currency was expanded 
against sterling nsscts, inflation would not arise, because 
the expsnsion of currency in normal times had been regulated 
by sterling ecquisitions,. They seemed not to rsalise that 
money incomes were being inflated with a view to securing 
resources for the large deficit expenditure, Subsequently, 
the attitude of the government was chenged and it came to be 
recomiscd that inflation was at work, but it was not 
considered to be of any serious proportions. Introducing 
the budrzot for 1943-44, the finance mernber emphasized that 
the all-round increase in prices was due to ‘complex end 
inter-incoting factors in war conditions'., "In my opinion,” 
he remnrked, “some of the fear which is now expressed arises 
from a failure to distinguish between pure credit inflation 
and the temporary situation in which on increase in the 
volume of purchasing power impinges for a time on a 
stetionery or diminishing volume of consumable suodee 
This was a confusing stctement of the problem. The basic 
4ssue that the large war expenditure was being met by tforoed®' 
savings through expansion of money incomes was not appreciated. 
The finanoe mernber could not completely deny the presence of 


4nflation md came forward with the assurance that “there 1a 
(2) Budget spécch, 1945-44, Para 53, 
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not the remotest risk of inflation of the nature and the scale 
whieh occurred in some of the countries which suffered utter 
defeat in the last war, It was this complacéncy and the 
leck of proper Apreoiation of the situation from the very 
beginning that nado the position worse and let loose the 
inflationsry pressure which became diffieult to ksep in hand 
at a later st226. By the ଷୱ of the year 1943.44, the 
attitude was ohoanged, and Government renlised that an 
inflationary spir‘:1i was in DrOgresse Certain anti- 
inflationary measures were introduced before the end of the 
year. "ye have all become conscious of the dangers of 
inflation," said the finance merber in february 1944, and 
declared the firm intention oc? the government to control the 
situation. He realised the effects of the British 
expenditure on the Indien 6ego0nomy.e The rupees issued to 
cedure resources were, he proceeded to say, “backed by 
sterling assets, but since these are, during the continuenoe 
of war conditions, largely incapable of being converted into 
goods, the incretse ot free pur os ing power in the comtry 
has had infleationery effects". The realisation of this 
fact abt an earlier stage would have prevented the position 


from Geteriorsting. Even after this, sosrcely onything was 
ona ear eA Ginette tment 


ଓ Ibid, Para 51, 
” 


Budget Speech, 1944-459. Para 4&2 . 


5 Tid, 
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done to secure resources by any alternative devices, but 
cortain measures of control were adopted with a view to 
restoring the price level to 5 reasonable standard. 

ATter the heetio rise in 1942-43 and 1943-44, the 
upward movement in prices was greatly slowed down. It will 
be seen from the indogos tnat the increase in prices was very 
small during the last v୦ NO in spite of the fact that 
money supply continued expanding. The general index rose from 
237 in 1943-44 to 244 in 1944-45, at which level it remained 
in the Aoillowing year. There was a silirht fall in the prices 
of menufastured articles and those of aziriocoultural commodities 
resistesred small rise. There wero three principal factors 
which brought ebout this relative stability. Firstly, the 
deficit exponditure of the centrsul government and the 
recovorsble expenditure together during these years were not 
very ¢ifferent from what they had been in 1945-44, * There 
was thus no sudden spurt in the additional demand generated by 
the war expenditure, The second reason was the operation of 
the verious measures of control during these years, To the 
extant to which these measures became effective, inflationary 
pressure remained suppressed for the time beings. The third 
factor was the improvement in the supply position, through 


{increased imports of consumers?’ goods, special arrangements 


ana rDRA rg re 


(6) See toble 78 in the previous section. 
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for whieh ere mode to combat the inflationary pressure. 
These developments eased the pressure to a consider- 
able ertont. But although the indicee indicentc relative 
stability in prices, they do not convey Aa faithful a¢coumt of 
the ectunl prices ruling in the market. Pring thesé later 
years, prices of a large number of goods were officially 
fired ond the index numbers wersc computed on the basis of 
those figures. There existed more or less free markets in 
rasnect of a number of commodities, where prices moved without 
mueh restraint. Black-mearket activities were carried on 
extensively, so that controlled prices operated only in a 
limited sector of the market, There were wide variations 
from pleoe to place, rnd retail prices in rural aréas were 
generally much ir excess. The behaviour of the prices 
during the last two years was thus not exactly what is 
{ndieated by the index numbers. But nevertheless, the 
extent of rise on the whole was considerably arrested, This 
is, however, far from suggesting that oconé@itions were 
satisfactory. At any rate, the position was msteble and 


the hich infiaticonary pressure continued to dperate. 
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Inflation and Distribution of National Income. 


Wars are not fought with money, but with men and materials, 
A large part of the national resources has to be diverted from 
providing for the needs of the people to meeting the fighting 
requirements, The people have to curtail their consumption in 
order to release resources for these purposes. The sacrifice 
which the community is called upon to make is determined by the 
intensity of military operations and not by the means by which 
the necessary funds are raised in the country by the governnent. 
Taxation reduces the consumption of the people by taking away 
money from them before they spend it. Likewise if Government 
borrows the voluntary savings, which may be increased by patriot- 
ic appeals and intensive saving campaigns, spendable income in 
the hands of the people is reduced, But inflation curtails con- 
sumption by allowing people to spend their money and obtain a re- 
duced quantity of goods for it. By whatever device the sacri- 
fice is imposed on the people, it does not make any difference 
to the sum total of resources drafted for war purposes, but the 
method adopted is of fundamental importance in distributing the 
burden among the different sections of the community. "It is 
not the government's duty to reduce the cost of the war - but Ait 
As its duty to see that the cost is distributed as fairly and 
scientifically as poseible." (2) War efforts cannot be restricted 
by financial considerations, but the method of financing should 


be guch as to secure the desirable distributive end. 


(1) G. Crowther: Ways and Means of War, P.113. 
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Financing the war expenditure by inflationary devices is 
the most inequitable way of distributing the burden. Govern 
ment puts itself in possession of goods and services through 
newly created money, which in effect constitutes a concealed 
form of taxatione “This taxation, moreover, is not graduated 
in any degree and not adjusted in any degree to the size of a 
man's family. Tt is simply proportionate to incoue without 
even an allowance to very poor people of a tax-free minimum of 
subsistence. This kind of taxation lis generally acknowledged 
to be exceedingly unfair and oppressive to the oo 
Government goes on Creating fresh money which competes in the 
market with the amount already in circulation and prices 
continue risinge The new purchasing power is unevenly 
distributed among the people. An undesirable redistribution 
of income takes place and the war burden is borne by those 
whose incomes lag behind the rise in pricese 

The inflationary rise in prices in India during the period 
under consideration imposed a large part of the war burden on 
those who were lenst able to bcar it. There was effected a 
distortion in the pattern of income distribution and the gulf 
between the rich few on the one hand and the vast majority 
of the less well-to-do and the poorer Classes on the other 
became wider. Adequate stutisticsal data are not available 


to show how far inequalities were aggravated and to what extent 
anaes gee eetneraaeresenee eee enarare ar eeneereeeeateeeae R remaaee re neer ee 
(2) A.CePigo: Political economy of war (1940) P.107 


Digitized by PPRACHIN, SOA 


-578~ 


any particular section of the country was affected. But 
although it is not possible to draw an accuratie picture of 
the income redistribution, there is sufficient evidence to 
bear out the undesirable repercussions of the phenomenal rise 
in prices. 

Indices of profits in organised industries, compiled by 
the Economic Adviser are available only up to the year 1942. 
Intthat year, profits of these industries were 234 per cent of 
the 1939 level. fs declared in 1942 were actually earned 
in the previous year or over a twelve-month period extending over 
a part of 1941 and a part of 1942. &sSince the index number of 
wholesale prices in 1941-42 was 137, it is clear that profits 
rose to sas much greater extent than the general price level. 
A sharp rise in the price level occurred after that ycar and 
profits went up at a moru rapid pace. In 19Lh2=43, the profits 


earned by Companies rose to Ae four times ithe level 


immediately before the Ware It may be assumed that incomes 
(3) Index of PYrofits:- Converted into 
1928= 100 1939 = 100 
1939 72.4 100 
1940 99 9 138 
19414 435.4 187 
1942 169.4 2314 


(Recent social and economic trends in India: oifice of the 
Economic Adviser: 1946. by Subramania) 
(4) Company-incomes assessed to tax: 
1938-39 - 37,76 lakhs 
1943-44 = 134,49 *" 
Profits assessed to tax in any year were earned in the 
preceding yeare 
1943-44 is the latest year for which figures are available 
(Recent social and economic trends in Indias: Op.Cit.P.71) P 
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of other types of business concerns would have increased in 
somevhat similar proportions. The wholesale index in 1942-43 
was 171. It is evident therefore that industrialists were 
able to derive immense advantages from the inflationary 
conditions. The situation was exceedingly favourable to 
manufacturers, middlemen, speculators and government contract- 
orgs, who made enurmous profits at the expense of the rest of 
the community. In spite of’ the heavy e€epete. and income taxes, 
there was large accumulation of wealth in the hands of this 
small section of the an 

Industrial workers were oble to secure increased money 
wages either by having recourse to concerted action or because 
employers considered it necessary to grant them certain 
allowances in the face of the circumstances. But the earnings 
lagged much behind the rise in prices. wholesale prices are 
not the proper guide for ascertaining changes in the real 
wages. It is necessary to know the retail prices of those 
commodities on which the workers spent their incomes. The 
following table gives the cost of living indices in certain 


important industrial centres of India during the war years. 


oeoateraere termes amare aaranemarreoersteere inna eer erreeterteentaeersctetpmae ne area ae ee ree aerate ere 


(5) See Chapter Vill. 
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Table 83 
Coet of Living Indices 
(1939 August = 100) 


NOt reap ann CP = APA oD amaeaenteegorateeme pgpatng OEP Depart reeset ec 


Industrial Centre 1940 1941 1942 10୧43 __ 19/44. 


Bombay 107 118 150 219 226 
Ahmedabad 3.08 119 156 282 290 
Sholapur 104 115 129 252 276 
Jalgaon 109 123 180 284 295 
Nagpur 110 131 165 299 267 
Jubbulpore 116 130 183 29 317 
Lahore 108 121 i 282 281 
Cawnpore 111 123 181 06 314A 
Madras 109 114A 136 180 207 


(Compiled from the Indian Labour Gazette, by the 

Labour Investigating Committee, Government of India, 

(1946) Report P,275 

It will be seen from thegee recorded figures that the 
increase in the cost of living was the lowest in Madras, where 
the index rose to 207 in 3944. In Cawnpore and Jubbulpore, 
the indices were greater than 300, There were wide differences 
from place to place and it is not feasible to attempt any 
generalisation with regard to the rise for India as a whole. 
But it is clear that, except for a few centres, the working 
class cost of living was two and three quarters to three times 
what Ait had been in the pre-war veap: o) 

No indices are available in India to show the changes in 


wages. The average annual earnings of individual workers, 


covered by the Payment of Wages Act, are given in the Indian 
eile iri re iain aE PPE greta NN i iE eee ar ria 


No recorded figures are available for Bengal and Assam. 
Labour Thveab ination Committee (1946) made such enquiries 
as possible and came to the conclusion that the rise in the 


b b N 
eogt0f living, in §hesgaprovi{ngeg ys by about 200%, i.e. the 
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Labour Gazette. The Act applies to all workers in organised 
industries receiving less than Rs.200 a month, whether employed 
directly in the manufacturing process or in any incidental 
work. The annual earnings given below include the cost of 
living bonuses and other allowances paid in cashe 

Table 8h 


Average annusl earnjngs of Workers. 


Industries 4 increase 


over 1939 


Textile 294 572 194 634 215 
Engineering 2644 529 200 590 22; 
Ninerals & metals 457 502 110 574 425 
Chemical & dye 245 398 462 L485 198 
Paper & Yrinting 3353 414 424. 474 442 
Wood, stone, glass 194 303 156 368 190 
Hide & Skin 286 411 143 532 186 
Ordnance factorles 362 527 1446 547 479 
Mints 367 574 456 695 189 
Miscellaneous 281 392 139 5414 1853 


em mre i i a 


(Source: The figures for earnings have been taken 
fron the Indian Labour Gazette May 1946) 


These figures indicate the trend of earnings of the 
industrial workers in different industricse The rates of 
wages and allowances differed considerably from one industry 
to another. The workers in thc textile and the engineering 
industries were ble to secure the largest increase in their 
earnings, but even their incoanes rose only to slightly more 
than double the 1939 level. In all other industies the increase 


was very much less. In minerals and metals, and in paper and 
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printing, it was exceedingly smalle In spite of the 
increased bonuses and cost of living allowances, the earnings 
of industrial workers lagged much behind the rise in the cost 
of living. While the cost of living in 1944 rose to about 
300 per cent, the workers'earnings did not rise even to 200. 
The real wages werc thus reduced to very much below the pre- 
war level. The peace-time earnings of these workers were 
exceedingly low and during the War, even this low standard 
of iiving was considerably impaired. It may be that there was 
some increase in the agi:regate family earnings of workers 
on account of the war-time expansion of employmente No 
gtatisticeol dato are available to measure it, but it is 
probable that the hardship of the workers arising out of the 
rise in the cost of living was alleviated to some extent by 
this increase. 

Salary incomes were particularly hard hit by inflation. 
The increase in these incomes was exceedingly small compared 
with the rise in the price level. The income-tax returns 
show that the total incoues from salaries assessed to income 
tox in 1943-414 was only 19 per cent higher than in iso. 
7 It is surprising how Dre.P.SG.Lokanathan made, without 
adducing any evidence, a categoricel statement that “Industrial 
Wages including bonuses and cost of living allowances have kept 


acc with the increased cost of living." 
India's post war reconstruction & its intermationsl aspects 
1946) b.34) 
8} Salary incomes assessed to income tax:- 
1938-39 — 61 : 95 lakhs of RSe 
1943-44 = 7୮5,30 “ 
{Recent social and economic trends -~ Op.cit.P.71) 
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It has already been shown that the cost of living allowances 
granted by government in 1945 amounted to 17% per cent of 
the salaries in the cases of married officers, e:rning less 
than Rs.1500 a month and 7} per cent in the cases of unmarried 
officers earning less than a The ‘’dearness allowances’ 
received by the low psid employees were at s somewhat higher 
rate. Local bodies and private and semi-officiael employers 
considered the government rates as the standard and the allow~- 
ances paj.d by them were generslly lesse It is thus evident 
that the improvement in selarles vas exceedingly neagre and 
the bmmnt of inflection wes seriously felt by those dependent 
on such incomes. 

No account has so far been taken of the effects of 
inflation on the rural population. It was suggested in some 
quarters that the¢ rise in the prices of food grains and other 
agricultural produces should have benefited all those dependent 
on agriculture, and since they formed the vast majority of the 
community, the consequences of inflation was beneficial for 
the country as a whole. Lack of Statistical information makes 
it impossible to draw up any accurate picture, but such a 
generalisation is not only highly misleading but aebsolutely 
unwarranted. The rural populnotion was noi a homogenous groupe 
There ware rent-receivers, estate agents and managers, 
cultivating owners, tenant cultivators and landless agrioculturea:. 


sarsereme-saterareananaeean renter eae tener Aree eer 
(9) See chepter Vl. 
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lebourers. The effects of inflation could not possibly be 
uniform in the cases of ull these different groups of the 
population. The benefits of the rise in prices depended 
primarily on how much of agricultural produce any of them 
was in a position to sell in the marke te 

It has already heen pointed out that up to 1942-3, 
agricultural pricesdid not rise as much as those of manufact- 
ured articles and the applic tunis was at a comparative 
disadvantage to the extent he had to part with his produce 
to purchase manufactured articles. Thereatter his products 
rose higher in prices than manufactured commodities as a 
whole, but the prices of cotton piece goods in particular 
rose higher still. The major part of his purchases consisted 
of cotion goods and, gs such, the situation continued to be 
unfavourable to him to that extent. kioreover, while price 
control was least effective in rural areas, ithe surplus 
foodgrains of the agriculturists were purchased by government 
at officially fixed prices under the procurement plans ee 

The agriculturist, of course, derived some advantages 
in mecting his obligetlons fixed in terns of money. He had 
to pay the land tax end make interest payments on his debts, 
In certain cases, tenants were to pay money rents determined 
before the ware On account of the rise in the prices, it 
became possible to discharge these obligations by disposing 
of a much smsller portion of the agricultural produce than 


had been necessary in the pre-war dayse It ig difficult to 
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Say to what extent these ndvantagts were counter-balanced 
by the high prices he had to pay in the market for the 
consumers!’ goods he had to buy. Large landholders with 
substantial surpluses of arrilcultural produce for sale made, 
no doubt, enormous profits; but their number was small. The 
large majority of peasants had tuo sng and scattered 
holdings to Jsroduce any appreoisble surpluses for sale. Many 
of these farmers derived a part of their incomes by working 
as part-time wage earners under large landholders, becaus€ 
their own holdings were far too small to provide sufficient 
work for theme In as much as wages did not keep pace with 
the rise in the cost vf living, the rise in prices affected 
them adversely. To what extent the different classes of the 
egriculturlsts were affected may be visualised with reference 
to their debt position during the war. Such partial enquiries 
as have been mad¢ in certain parts of the country show that 
lorge lnnuholders end cultivators of fair-sized holdings, 
having irrigation fccilities and “rowing profitable crops 
were able to wipe out their uvuebts completely and make 
substantial me In the case of small farmers there 

140) An enquiry in Gujrat shoved that 

(a’ fermers employed in irrigated lands and with garden crops 

in more than 5 acres completely pald off their debts. 

(b) cultivetors with average holdings of 38.9 acres repaid 

part of their debts: . 

(c) those with holdings of 19.8 acres given to dry crops and 

some garden crops were not able to reduce their indebtedness. 


{a} ‘those with 20 acres and growing only dry crops had their 


debt burden increased, 
(War and Rural Indebtedness in Gujrat: M.B.Desail, Indien 


Journal of Economica July 1945). 
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was in fact increased indebtedness in spite of the rise in 
the prices of their ,.roducts. 

A large section of the rural populntion consisted of 
Wage-earners.e There were as muny as 68 millions of landless 
agriculturnl lebourers, constituting 17 per cent of the total 
Sone ere labourers were severely hit by the rise 
in food prices and the famine of 1943 exsected a hvavy toll 
from this classe ‘There are no statistics of agricultural wages 
to show their movement alongside the rise in prices. Some 
tentative replies cupplied by the different provincial govern= 
ments to the questionnaire of the Famine Inquiry Commission 
are the only information ne provinces pleaded 
inability to supply any figures, some were able to make only 
general observations and others provided certain factual 
information. There vere differences firrom province to province, 
but the replies genersily shoved that agricultural wages 
logged much behind the rise in prices up to 1943. Thereafter 
there was some improvement in the wages, and food prices 
were reduced to gome extent. Even so, in most of the provinces, 
wages still legged behind. Lven in the .'unjab, where there was 
shortage of agricultural labour on account of large recruitment 
anaemia iene arama animate 


(11) Speech of Sir Jogendra Singh, member for Agriculture, 
Governor General's ixecutive Council. (Indien Information, 


July 15, 19lli. 2.36) 
5) Woodhead Famine Inquiry Commission -~ Finscl Report 


Appendix 1V GC. 
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from the labouring classes to the armed services, egricultural 
Wages did not rise adequately to catch up the food ee 
In Bengal there was depletion of labour due to famine and 
€pidemics, and the nrovincial government reported that wages 
Tose after the faminc to e much greater extent than the rise 

in food prices. The Bombay Government reported that wages 
increased more than ihe prices Qf food greins on account of 

the increased demand from industries for lrbour.e The CePe 
Government stated that wages anu prices moved in proportionate 
stepse The gap between wages and prices was no doubt reduced 
after 1915, but the validity of the above reports was open 

to doubt. They were only general statements not based on any 
comprehensive and scientifically conduciszy enquiries. At any 
rate, other provinci&l governments reported that the rise in 
wages continued to fall short of the rise in food prices. 
Considering the fact that agricultural wages had been exceed~- 
ingly mcagre, even a smell reduction in real wages made a vital 
difference. Inflaticoun hit very hard indeed these poor land- 
less agricultural lrhourerse 


ps uss eager eerie corer reiterate rrr repeat rrr 
(13) Food prices and agricultural wages in the Punjab. 


Food prices Agricultural Wages. 
Rs - as —- ps Skilled lsbour Unskilled 
labour. 
Rs - as - pS Rs - as —- ps 
1938-39 2 5 ୨9 0 6 ୦ ୦ 44 ଓଠ 
1943-44 7 9 2 ° 15 0 2 2 $) 
Increase 2187, 150% 150% 


(VY oodhead Report ope.cit.} 
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It is thus clear from this enslysis that inflation 
immensely benefited the manufacturing classes, middlemen and 
government contractors, who made enormous profits at the 
expense of the bulk of the community. People with fixed 
incomes and the salaried claseces were pulled down to lower 
economic groups. Indus trial workers, in ‘spite of their in- 
creased earnings were unable to maintain the pre-war standard 
of living and the landless agricultural labourers were severely 
nit by the rise in the food prices. The difference between 
the inaustrial workers and ithe salsry~receivers belonging to 
the lower middle clrsses was very much reduced. Inflation 
made the rich few much richer and the large masses of the poor 
much poorer. The national income was redistributed in an 
undesirable manner and the inequalities lLecame ag,,ravated. 

The beneficial distributive effect of the high direct taxation 
was to a grenot extent lost on account of this large-scale 


inflati. one 


a 
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Control of Inflation. 


Heavy war expenditure and the consequent increase in the 
money incomes of the people necessarily generate inflationary 
pressure, This can be combated by financial measures and economic 
controls and regulations. The former congist of taxation, prow= 
motion of savings and absorption of liquid funds, which reduce the 
amount of purchasing power in the hands of the people, The lat- 
ter are enforced by control of prices and rationing which render 
a part of the incomes unspendable. The lessons of the World War 
I had not been forgotten by the advanced countries participating 
in the second war ,and early steps were taken to regulate the 
financial and economic policies in such a way as to keep the 
danger of inflation at a safe distance, The extent of the rise 
An the prices in some of these countries as against India can be 
seen from the following table:- 

Table 85 


Index of Wholesale Prices 


(Base :- Week ended 19th August 1939: for India, 
January—June, 1939 for other countries) 


Report on-GCurrency and Finance: Reserve Bank 
of India, 1946-734 

Note: Tne Indian figures are for financial years, 
e.g. the figure against 1939 is for 1939-40.) 


(Source: 
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In spite of their enormous war expenditure, U.Ke, U.S.A. , 
Canada and Australia kept the inflationary forces under more or 
less strict control. In 19045, the price levels in these 
countries were 38 to 74 points higher than in the first half of 
the year 1939, whereas in India the rise was of the order of one 
and a half times, even on the basis of official prices, It may 
be contended that the comparison ig not strictly warranted, » 
because of the fundamental difference between India and these 
advanced countriés in respect of their economic nosition. The 
Indian economy was scarcely responsive to the greatly increased 
demand, whereas these developed countries were eble to expand 
their production to a very large extent. There is no gainsaying 
the fact that, given the nature of her economy, with a meagre 
margin for expansion, the war demandg on India'e resources were 
exceedingly heavy and a larger inflationary outcome wags therefore 
inevitable. The success with yhich inflation was reelisted was no 
doubt correlated to the degree of economic development, But 
nevertheless even more important were the technique and efficacy 
of the financial and economic policies adopted in the éifferent 
countries concerned. 

With a view to curtailing excess purchasing power and con- 
trolling inflation asf wel] as equitably distributing the war 
burden, taxation was utilised to a much greater extent during this 


(2) 


war than it had been during the first world war, If was a 


fact of major imnortance during this war that a much larger 


portion of the expenditure was covered by tax receipts and other 


OOOO er eA OC SA A IO DORON OO OOOO OTRO er ee TTT 
(1) League of Nations: World Economic Survey, 1942-44, PP. 163-164 
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current revenues in most of the belligerent countries. The 
following table shows the percentage of war-time expenditure 


covered by revenue receipte in the United States and the Empire 


countries se 
Table 86 


Percentage of Expenditure , 

covered by Revenue Receipts 

during the seven yearg, 
1939-40 to 1945-46 \2) 


U.S.A. a AE 

U.K. = 51 
Australia -—- 5A 
Canada -—- 57 

South Africa - 67 
India - 71 


It might appear from this account that the Government of 
India adopted a sound and effective financial policy for combating 
inflation. Showing the proportion of expenditures financed by 
revenve receipts during the five years, 1930-40 to 1943-44, An 
eighteen important countries, the World Economic Survey of the 


League of Nations places India in the topmost TP , 


But 
this is a misleading comparison. The Government of India, no 
doubt, financed by revenue receipts a very large part of the 
expenditure charged to its own account, but a proper estimate 
should include the amount charged to His Majesty's Government in 
the total exnenditure incurred in India and, in that case, tax 
receipts and other current revenue covered only 43 per cent of the 


total war-time expenditure. Taxation was thus utilised to a much 


smaller extent in India than in many other countries. 

seis iii aie Ne SP nt TT 
Computed from the figures given in the Report on Currency and 

Ye Pinanee (Reserve Bank of India) 1946-47, 

(3) world Economic Survey, 1942-44, P.165. 


Digitized by PPRACHIN, SOA 


-592- 


An important cause of the inadequacy of the financial 
Measures was that Government aid not treat the war expenditure 
incurred in India on behalf of the British and the Allied 
Governments as a part of its own budget, Although the finance 
for this expenditure was actually found by the Government of 
india, it aid not consider necessary the financing of even a part 
of At from current revenue, becavse this expenditure was outside 
its strict budgetary responeibility. It was accepted af a normal 
course of operations to finance British expenditure by currency 
expansion. The distinction between the British and the Indian 
expenditure was merely an accounting arrangement, and both of 
them were identical in their effects on the national economy. In 
financing the ‘recoverable expenditure, the Government of India 
made in fact a loan to the British Government and, as such, it 
should have been treated as much a part of its own budget 
responsibility as its own expenditure, Had it been so treated, 
the Government would have pursued a more vigorous policy with 
regard to financial measures than it actually did. There were 
no doubt limits to further taxation. Necessary savings would hav 
been utterly inadeduate to cope with the enormous war demands 
without inflating money incomes. But the distinction observed 
between the two categories of expenditure did not induce the 
government to utilise financial measures to the fullest practic- 
able extent. 

It cannot be asserted that there was no scope for increased 
taxation. We have seen that the rates of income tax and super- 


tax were raised by stages year after year and even then there 
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Was scope for further increase, which was partially given effect 


to in the first post-war budget. 4? 


Central excise duties were 
developed only An 1944-45 to yield an appreciable revenue and 
further expansion was brought about in the following years ON 
Taxation, no doubt, was raised to a very high level during the 
war, but this was reached only in the last two years of the war 
period, and even then there was ecope for further increase, 
Increased taxation was resorted to only when’ the Government's own 
expenditure rose to abnormal heights, but the volume of British 
expenditure did not influence the taxation policy of the 
Government. Absorption of some of the liquid funds from the 
hands of the pnublic serves the same purpose as taxation in fighte 
ing the inflationary preseure, but this technique was insufficient. 
ly utilised. The balance of excess profits, left over after 
payment of excess profits tax and income tax, was immobilised by 
compulsory deposits only in 1943-44. (© Had all this been done 
at an earlier stage, some of the additional purchasing power 
created would have been absorbed and the inflationary preasure 
would have been reduced. 

Some professional economists suggested that the British 
Government should have raised loans in India $o finance its 
expenditure instead of the Government of India accepting the 


responsibility for finding the rupee finanoce for the British 
expendi ture. (7? It is difficult to see how this could have 


See Chapter VIZ 

See Chapter VIII 

See Chapter VII 

C.N. VYakil - Financial burden of the War on India. 
B.R. Shenoy - Sterling Assets of the Reserve Bank. 
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avoided inflation. Loans in excess of voluntary savings are 
always inflationary. A borrowing campaign by the British 
Government in India could not conceivably have increased the 
propensity to save without inflating the money incomes of the 
people. The Government of India might perhaps have been able to 
effect increased savings by euch devices as deferred accrual of 
incomes to wage and. gsalary earners. It vas urged in the 
Economists! Manifesto (8) that the total liabilities undertaken 
by the Government, whether on its own or British accounts, should 
not exceed what it would be possible to raise by taxation and 
borrowing . But if loans were to be limited by the extent of 
voluntary savings in the absence of increased money incomes, what 
the manifesto implied was a limitation of the war effort. Given 
the aggregate demands on the Indian resources, inflation of money 
incomes was necessary to force the requisite saving. 

It may, however, be pointed out that the requisite savings 
could have been effected without inflating money incomes as much 
as they were in fact inflated, During the later stages of the 
war, considerable funds were seeking investment and in view of 
various economic controls, few alternative avenues were availlable 
to investors. Government securities were, generally speaking, 
well received and there was a particularly keen demand from 
(9) 


institutional investors. This would indicate that liquidity 


preference was rather over-=estimated and the inflationary method 


comremsenteasanteeenenoererer erence cerca PS eerste eater 

(8B) Op. cit. R 

(9) Reports on Currency and Finance? Poor ve Bank of India. 
1944-45 - P.62; 1945-46 = PP.68-69. 
The 24 bond in July 1945 wae I subscribed within an 
hour of its opening: Ibid 1945-46, P.6 
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might have been employed to a lesser extent to bring about the 
necessary savings. Had not the British and the Indian expend-= 
itures been separately treated, with different financing methods, 
inflationary pressure might have been reduced to some extent. 
When the seriousness of the inflationary situation came to 
be appreciated late in the day, the Government of India sought the 
co=oneration of the provincial governments to increase their tax 
revenues for serving anti-inflationary purposes. We have seen 
that the provinces increased their taxation during the later years 
of the war and built up funds for post-war development, to the 
extent of 99 crores of pea, 1 But even so, the various 
taxes were not utilised to their fullest extent in all the 
provinces. It is not enough to say that under the constitutional 
structure, they were not amenable to Central instructions. In 
most of the provinces, ministries were not functioning and the 
governments were responsible to the Governor General. In others, 
the ministerial governments did appreciate the instructions of 
the Central Government and imposed additional taxation to reduce 
the Anflationary pressure, It should have been possible for 
the provinces to adopt these measures to a fuller extent at an 
early stage, but the Covernment of India iteelf did not realise 
the situation for a long time. As it was, the additional 
measures of taxation adopted in the provinces made some con- 
tribution towards combating inflation during the last two years 
of the war perilod. 
(10) See Chapter VI 
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Realising the untoward repercussions of the inflationary 
Situation on the war efforts, the British and the American 
governments ade arrangements to sell, from August 1943, a certain! 
amount of gold to the Indian public with a view to absorbing a 
portion of the surplus purchasing power. The matter was, 
however, shrouded An secrecy for a long Ne In reply to a 
question in the Legislative Assembly in November 1943, the Finance 
Member said that it would be contrary to public interest to 


disclose the matter, (22 


The question was repeated in February, 
1944, and the Finance Member replied that the sale of gold which 
had commenced on the 17th August, 1943, was being made under 
arrangements between the Reserve Bank of India and the Bank of 
England on behalf of His Majesty's Government and the U.S. 
EP This gold was provided from the resources of 
these governments and the proceeds were utilised for meeting 
their var expenditure in India. Even at this stage, the Finance 
Member wage not prepared to Gisclose the details. The Reserve 
Bank of India, in its Report on Currency and Finance for 1945-46, 
publiehed the official sales of total quantities of gold during 
the three years 1943-44 to 1945-46. These are given overleaf, 


(13). 
with their approximate sale prices. 3) 


er 
(11) Legislative Aecembly Debates, 18.11.43, P.478. 
(12) Legislative Assembly Debates, 8.2.44, FP. 80. 


Report on 

The figures for the quantities are from the Rep 

ao Currency and Finance, 1945=46, P. 35. 
The proceeds have been computed on the basis of average 
price of gold in the Bombay market in the particular yearg 
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Table 87 


Quantity 


Approximate Price 
(million oz.) 


(Rs. Crores) 


Year 


1943-44 zo 
194A-A5 1 
1945-46 19 


There has always been a considerable éemand for gold from 


Total 


the public in India, not only for the purposes of hoarding 
small savings, but also for current consumption in jewelry and 
other things. When in the circumstances of the war, certain 
gections of the community found their incomes greatly increased, 
there was naturally a greatly stimulated demand. for precious 
metale,. The official offer of gold for sale therefore served 
a very useful purpose at es critical time An absorbing a certain 
amount of purchasing power from the hands of the public. It is 
true thet the profits from the sale accrued to the British and 
the U.S. governments. Had the Government of India purchased 
thie gold by utilising a part of its sterling balences and sold 
it to the public, the profits would have gone to its own coffers, 
But, nevertheless, the sale of gold helped considerably the anti- 
inflationary efforts by drawing off 150 crores of rupees from 
the hands of the public. 

How far aid measures of economie control go in fighting the 
inflationary preseure? In the advanced countries, rationing and 
price control were enforced far more extensively and syatematic- 


ally during thie world war than in the first. In India, 
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beginnings of price control were made almost immediately after 
the declaration of war, when the Central Government conferred 

on the provincial governments power to control prices of 
essential consumers! goods. (14) But t1i111 Jate in 1943, the 
poliey of control wns vacillating, confused and amateurish and 
had 1ittle effect on the economy. Six price control conferences 
were held between October 1939 and September 1942, which achieved 
scarcely anything beyond stressing the desirability of control. 
Ti11 the end of 19/41, it was considered desirable to allow 
agricultural nrices to move up and no control was deemed 
necessary with regard to the prices of food grains. In 1942, 
the rise in certain food prices caused concern and sporadic 
attempts were made to regulate them. But they were all half- 
hearted and the measures adopted,whether by the Central or the 
provincial governments ,were of little avail. (15) The basic 
conditions for their euccess were entirely lacking. There was 
no system in the policy and the different measures were not 
correlated to one another, They were merely piecemeal attempts. 
Lack of inter-provincial co-operation and any central co- 
ordination was the fundamental obstacle. In the price control 
conferences, provinces showed strong unwillingness for central 


encroachment upon their fields, and the conflict and competition 
Cr aoe TOT EGS SNe a dN ds NNN EE ONG ON NG RA aaa AO NE NG aeRO A EG GO 


(14) On 8-9-1939. 

(15) The Foodagrains Control Order of 21.5.42, for instance, 
merely provided for licensing of wholesale dealers by 

rovineial governments. 

meat control, instituted by the Government of India on 
5.12.41, was given up on 25.1.43, because it could not 
work. This was an implicit admission of the failure 
of the control policy. 
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in their objectives made their schemes unworkable. No price 
control could be effective without control over supplies and 
distribution, Both of these, no doubt, presented exceedingly 
difficult problems, but none-the-less, there were no serious 
attempts to tackle theme Very often the official prices, 
determined by administrative officers, created chaotic situations 
because they had little reference to the costs of production of 


(16) 


the articles concerned. The controlled prices merely 
remained on paper and the actual prices had their own free ways. 
Action was taken to keep down the prices of certain other 
commodities like newsprint, iron and steel, rubber, matchee, 
medicine and kerosene, The problem of control over the supplies 
of these articles was not as difficult as in the case of food 
grains, but even so the measures were far from being effective. 
Ae was well described in the Economist, “the efforts of the 
Central and the provincial governments to fix and regulate 
prices appear to be successful only in the case of state pur- 
chases, and have been, on the whole, an index of intentions, 
rather than achievements." (17) 

The Bengal famine provided an eye-opener, Prices in 1942 
and 1043 reached enormous heights. Tne situation demanded 
drastic action. I11l-considered half-measures were futile to 


tackle the problem. Circumstances forced the Central Government 


apse Aarts Goi aerial ON AGN Aamir aire ATO OO Oe ANON DO OSE YOR PDA a mst Ne PEND POE POON MO PO DDE Nee T SDN tei nm dD Sipe i nlp ET 


(16) R.N. Bhargava: Price Control and Rationing, F.21. 
Prices fixed by District Officers had to be frequently 
changed because they were arbitrarily determined 


without any reference to the costs. 
(17) The Economist, 26.12.42, PP. 800-801. 
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to take over a large measure of direction and control from the 
provinces, Realising the gravity of the situation, the 
Government of India appointed the Foodgrains Policy Committee 
in July 1943, which submitted its report in Septanben, (10° 

The Committee recommended (a) statutory price control over the 
major foodgrains, first on a provincial and then on a regional 
basis, (b) civilian rationing in all towns of over 75,000 of 
population, whether in surplus or deficit areas, and (¢) procure- 
ment of foodgrains direct from the grower by the provincial 
governments. Measures on these lines to control supply, 
distribution and. prices of foodgralins were adopted under the 
direction of the Central Government. Series of other control 
measures were adopted along-with for regulating distribution and 
nrices of other essential goods. Under the Cotton Cloth and 
Yarn (Control) Order of 1943, (19) wholesale and retail prices 
were fixed and mills were to sell only to licensed dealers, A 
comprehensive attempt was made at controlling prices when the 
Government of India promulgated an Ordinance in October 19/3, 


(20) This was 


for the prevention of hoarding end profiteering. 
applied to tne whole of India and enforced in respect of all 
commodities for which prices were not specifically determined, 
This Ordinance penalised any dealer who added to the sale prices 


more than 20 per cent of the landing cost jn the case of imported 


aimee ese eset errata NAAN — 
(18) Under the chairmanship of Sir T.E. Gregory, Economic 
Adviser to the Government of India. 


(19) 17.6.1943. 
(20) Ordinance XXXV of 1943, 17.10.1943. 
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articles and of the cost of production in case of other com- 
moaities, (21) The various regulations to enforce all-India 
price control, restriction on advance and future trading in 
certain specified commodities, control of food exports and plan- 
ning of imports to war-time needs were instituted in 1943=A4 and 
their scone was extended in the following years. Thus under th 
control and the co-ordinating machinery of the Central Governmen 
the policy attained a definite shape from about the last quarter 
of 1943. 

Rationing of food grains was not introduced ti11 May 1943, 
when it was first started in Bombay City. It was gradvally ex- 
tended to most other urban areas, but in spite of the recommend- 
ations of the Foodgrains Policy Committee, the progress in this 
direction wae slow. Even after its extension to small urban 
centres, the total number of persons covered by rationing was 
only 42 millions in February 1945, (22) which constituted about 
10 per cent of the population. Consumer rationing was mainly 
confined to food grains. Petrol was rationed throughout the 
country and sugar and kerosene in certain urban areas. Ration- 
ing of selected varieties of cloth was introduced in certain 
important towns only in 1945. It is thus evident that the 
extent of rationing enforced in India was exceedingly meagre. 
Tts scope was restricted to only a very few commodities and it 


wage applied only to a very small section of the population in 


ee ee 
(21) Ibid: Sect. 6(2). 


(22) Budget Speech, 1945-46, Para.20. 
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limited areas. Even within this limited application, the 


(23) 5 


schemes were not fully effective in their operation. 
the one hand, many people did not like this interference with 
their consumption habits, on the other, there were no statistics 
available with regard to the consumption of the people in normal 
times, for working out satisfactory rationing schemes, Wide 
Gifferences in respect of the consumption of even essential food 
stuff, from place to nlace and family to family, rendered any 
proper rationing exceedingly difficult, The limited rationing 
no doubt made an improvement in the distribution of the limited 
supplies, but its contribution to relieving the inflationary 
pressure was exceedingly small. 

It wae claimed An 19/45 that the measures of control effected 
An 1943 and enforced with increased vigour thereafter had been 


able to stabilise the oriices. 2 


Official prices were no 

doubt comparatively stabilised, but black markets continued 

to be rampant. Commodities disappeared from the open market. 
Prices of growers and manufacturers could be regulated, but it 
was exceedingly aifficult to control the activities of middlemen. 
Tn a large country with the bulk of its population residing in 
rural areas, where markets vere not properly organised, it wae 

an uphill task to enforce the control measures. The administra- 
tive staff which was unacquainted with such economic functions 


was unequal to this new task ,and unfortunately lack of honesty 


was not uncommon, "Bad policy may be neutralised to some extent 


(23) Bhargava: Op. Git. Ch.IV. 
(24) Budget Speech 1945-46, Paras.1l and 2. 
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at least by adequate administration; bad administration will 
wreck any policy, however good," (25) There was of course some 
improvement in the situation after 1943, but the effectiveness 
of economic control was exceedingly limited. 

It is clear from the foregoing accounts that Government 
directed its financial and economic policies from the later 
part of 1°43 to secure the anti-inflationary objective, Tax 
ation was increased, though it was not utilised to the fullest 
practicable extent. Excess profits were completely immobilised 
by compulsory deposits. A part of the British and the Allies® 
expenditure in India was met by sale of gold. Frice control 
and rationing were given a definite shape, though their effect- 
iveness vase very limited. All these, combined, had the effect 
of reducing the inflationary pressure to some extent. These 
measures were adopted only after the prices had attained a very 
high level. Had they been put into force at an earlier stage, 
they would have been much more effective, During the later part 
of 1041 and the early months of 1942, prices evinced a persistent 
rising trend and that was the time when effective action was 
needed. The mounting war expenditure and the inelastic charac- 
ter of India's economy would, no doubt, have produced the infla- 
tionary spiral, but a thorough=going line of action from the 


appropriate stage would have eased the situation to an appreciable 


extent. 
Exhaustion of the economy and the large-scale expansion of 


money incomes during the later stage of the war left a heavy 


legacy of inflationary pressure. After the war, the cessation 


(25) Foodgrains Policy Committee Report, P.128, 
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of the British and the Allies" war expenditure and a large 
reduction in the defence budget of the Government of India were 


268 


expected to generate a deflationary ana \ But there were 
other strong forces pulling in the opposite direction. Private 
investment was restricted during the war. Industrialists had 
large war-time accumulations waiting for outlets. With the re- 
laxation of the restrictions and the high prevailing profit mar- 
fins, a heavy demand for investment was inevitable. Unavaila- 
bility of consumer goode during the war compelled people to put 
off satisfying their requirements. Accumulated liquid funds in 
the hands of certain sections of the community left a large vol- 
ume of pent-up purchasing power behind, which would naturally 
be released giving rise to strong pressure on prices, On the 
ton of these demands for consumption and investment, the Govern- 
ment of India and the provincial governments had their large- 
scale schemes of development, Shortage of both consumers' and 
producers! goods not only in India but throughout the world was 
to be expected to continue for some time. In consequence, the 
Indian economy has had to face strong inflationary forces in the 
post-war years. The Government has therefore a major problem 
to tackle by appropriate measures, 

Kceonomic controls did not go very far during the war. 
There are inherent difficulties in enforcing them effectively. 
But thie does n6t mean that they should be done away with, 


rrerareaeaasreisreeeteep——ereeree eee cere eeaeeerereaeae 
(26) Some Indian economists apprehended a depression with the 
cessation of the war expenditure. (See Indian Journal 
of Economics, January 1945 and January 1946). 
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allowing free scope to inflationary forces. Towards the end of 
1947, the Government of India adopted the policy of withdrawing 
rationing and price control. This policy was prompted mainly by 
the desire to end the abuses and corruptions and the vicious 
black=market atmosphere in the country. It was expected that 
reversion to free market conditions would bring about fair prices 
But in view of the circumstances, the policy of decontrol was 
hasty and premature, Pricee continued to mount higher and high- 
er. (2 png Bengal famine had amnly demonstrated that the distress 
was due not so much to shortage as to the lack of control on pri- 
ces sand distribution. It is very desirable to continue controls 
till the restoration of normal conditions are in sight. (2? The 
uncertainty and nervousness of the war-time conditions being 
over, At should be possible to adopt rigorous measures to make 
the controls more effective than they hed- ବେନ during the war. 
In any case, controls are not expected to go very far in solving 
the problem of inflation. Adequate financial measures ehould be 
adopted to meet the situation, Maintenance of taxation at a 
high level and promotion of increased savings by intensive saving 


campaigns should form the main lines of ection in the financial 


policy of the government as long as the inflationary danger per- 


sists. 
(27) The wholesale price index: (August 1939 = 100) 
1945-46 = ୧45 March 1947 = 2୫293 
July 1946,-~ 270 March 1948 - 341 
Nov. 1946 = 290 
(28) There was wide d!fference of oninion in the cabinet in the 
matter of decontrol. Government decided to proceed cau- 
tiouvely. It was stated that Government would remain pre- 
pared to reimpose controls in the event of the consequences 
of decontrol proving unsatisfactory. (See Eastern Economis 
12.12.47). In October 1948 Government revised its policy 
and announced re-imposition of controls on certain 
essential commodities. 
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CHAPTER Xl11. 
PUBLIC DEBT. 
VOLUME AND CHARACTER. 


The war-time developments in the public debt of India 
vie re highly significant and remarkeble. ‘There was of course 
A large, increase in the volume of her loan liabilities, but 
the war period opened a new epoch is the history of her debt 
by transforming its charecter. The present chapter is 
concerned with an examination of the changes in the gize and 
character of the publlc debt and- the consequences thereof. 
The methods and techniques adopted for seétring loans were 
of particular importance. The next qghapter vill be devoted 
to assessing how far the policies followed were effective in 
securing loans, distributing the loan-subscriptions among 
the different sections of the people, restricting inflationary 
pO ond minimising the burden of the debt“ on the community. 
The discussions will bring out How far the policies should he 
continued gs modified or improved in obtaining loans for post- 


war development .: 
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Size of ithe Debi. 

It was & significant feature of war-finance during this 
War that in most belligerent countrics, a niuch larger 
proportion of the expenditure was met frou expanded revenues 
than in the first world mm But even so, it was not 
foumd possible to meet anywhere near the entire cost by taxations 
without jeopardising the economy and interfering with the out- 
put and flow of war materials. The total cost involved being 
immense , huge public debts were accumulated at ithe end of the 
war. India was no exceptions and a considcrable part of her 
expenditure hed to be financed by loans. The following table 
shows the loan subscribtions to verious defence losns and 


aifferent kinds of postal anc other small savings during the 


WaT 


(1) see chapter X11 ~ under section ‘Control of inflaticon', 
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The defence borrowing programme of the Government of 
India was announced on the 4th of June, 1940. This comprised 
the six year defence bonds, the ten-year defence saving 
certificates and the three-year interest-free bonds. From 
1937, when steps vere token to repatriate sterling debts, 
rupee counterparts vere msde available tb the ee In 
February, 1941, the second de fence loan was issued on terms , 
which EC slightly more favourable to the tax-~payer' than the 
firate. The third defence loan vias announced in July, 1942, 
followed by a special issue (1963-65) in October, with the 
specific purpose of assisting the funding of the sterling 
liabilities in respect of the railvays purchased by the Govern= 
ment of India. But in spite of these various loans, the 
amounts raised were still moderate till the end of 1942-13. 

From 1942-45 onwards, budget deficits assumed large 
magnitudes. Further, when the pressure of inf lation became 
ncute, Government reslised the necessity of shaping its 
borrowing policy, in such a manner as to stimulate savings 
and canalise them to its securities. The borrowing pro- 


2 See the next sectione 
3) ‘he six-year defence bonds were repayable at Rs.101 for 
Rs .100 (noriinal); the second losn wag to be repaid at pare 
(4) In 1942-43 end the subsequent years, the finance member 
{4n his budget speeches laid emphasis on the need for withdraw- 
ing purchasing power from the hends of the people by means of 
a said," he aptly remarked, “that in the 
text of a war economy, a8 public loan is, ‘twice blessed,' it 
blesseth him that gives and him that takes’ ." Budget Speech 


1943-4 Parae 5+ 
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gramme was pursued with various forms of issues adapted to 
appeal to the yide range of tastes of the different classes 
of investors. This vas done with a view not only to raising 
large amounts, but also to serving two other objectives. Firstly, 
varieties of offers were calculated to stimulate savings « 
Secondly, it was intended to spread the Jace; as far ae 
possible, among a large scction of the community, in order to 
lessen the baneful effects on the distribution of income arising 
out of the payment of interest on internal loans. 

“he fourth defence 1l5c5n was ilssued from July, 1943. This 
was followed by a further special issue in August to assist 
the funding of the lisbilities connected with the acquisition 
of the undated steriing one A special inducement was 
offered by the sale of five-year interest-free prize bonds, in 
respect of which half~yearly prizes were to be drawn, involving 
a Cost equivalent to a rate of interest of about 2.pe.Ce. a yeare 
In order to encourage small investors to save more, twelve~year 
defence saving certificates were issued in the same year, in 
addition to the facilities offered from 1941-42 for opening 
defence savings bank accounts in the post offices. During 
194-45, additional securities were made available in the 
shape of two ‘!victory loans', und a special 24. loan (1948-52) 
was issued to meet the demand specially on the part of bankers 
for s short-term investment. The borrowing programme was 
Oe TOOT TO NOOO OOOO Oe 
(5) Explained in the next sectione 
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carried forward still further during the last year of the war 
period with the issue of the 2‡]bonds (1950), and the 234% loan 
(1960) and the first development loan (1970-75) « 

It may be seen from the table given above that up to the 
end of the year 1942-143, the response to the various kinds of 
loans was not very encouraging. The Foaling of uncertainty 
in the country and the tense political atmosphere were un- 
favourable frctors. There vias no particular enthusiasm for 
investing in government securities and the efforts of the 
government to raise loans from the public were not very effect- 
ive. After 1942-13, there was gracuual restoration of confidence 
and the borrowing campaign was intensified. With increased 
money incomes and control of private investment, government 
securities were favourably received. Considerable eamounts were 
subscribed in the lest three years under the different loan 
schemes . 

In the normal course, some of the previous loans matured 
for redemption during the war yeerse.e in 1939-40, Government 
exercised the option of redeeming the 5 pec. loan (1939-44), 
and a combined cash and conversion issue was floated for the 
purpose. In 1940-41, the 5 pec. loan {1940-43) was accepted 
for conversion to the 3 pec. defence bonds. The 3 p.C. bonds 
(1941) fe1l due for repayment in September 1941 and the 4 peCe 
ponds (1943) in July 1943. Government exercised the option of 
redeeming the 5 peCe tex-free loan (1945-55) in October 1945, 


since it was possible to borrow in the market at 3 per cent. 
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In ell these caces, the holders vere offered suitable facilities 
for converting their holdings into certain classes of loans 
issued during the war. The terms for conversion were in 
consonance with the preveiling market conditions end a large 
part of the amounts outstanding vas tendered for conversion 
into the new loans. These conversions were effected in the 
normal course of publijc debt opérations and there was scarcely 
anything significant in the matter of debt policy. But the 
most outstanding event in this connection was the repatriation 
of the sterling debt, which brought about a fundamental change 
in the character of the public debt of India. This was an 
exceedingly important development, which will be discussed 
in the next cection. 

Let us now look at the net result and the trend of the 
ag, regate public debt during the war period. The following 
table gives the volume of the debt from the immediate pre-war 


year to 1945-46. 


(6) Rs. crores:- 


Balance Amount tendered 
Outstanding for conversion 
li peCe bond 1943 15 23 
5 peCe bond 
1945-55 57 20 
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From the beginning of the war period, there was an 
increase in Tupee loans and also in treasury bills and ways 
and means advances from the Reserve Bank, which constituted 
the ‘flonting debt'. But during the first three years, there 
was a substantiaol decline in unfunded debt, consequent upon 
heavy withdrawals of savings bank deposits and encashment of 
cash certificates. In the meantime there was a considerable 
reduction in sterling obligations. The total public debt in 
consequence remained at the pre-war level of about 1200 crores 
of rupees till the end of 1941-42. Soon after, the rising 
budget deficits and the heavy inflationary pressurc led to 
intensification of ‘the borrowing campaign ,and each successive 
year saw & rapid increase in the volume of debt. While the 
sterling obligations were almost completely paid off, the rupee 
loans under the different issues increased rapidly year after 
year. The subscriptions from small savings in the shape of 
post office deposits, cash certificates snd national saving. 
certificates, which constituted the bulk of the unfunded 
debt, showed also some expansione The amounts under ‘deposits' 
also went up from 61 crores in 1941-42 to as much as 337 crores 
in 195-46. This was due to a large increase in the reserve 
funds of the Commercial departments on account of their in= 
creased earnings and in the other deposits mainly under the 
e.pet. and income tex schemes. (7) 


I PE Pe PCT EOE ESP 
(7) See chapters 1X and vil. 
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Owing to the all-round increase in the amounts obtained under 
these different heads, Government had large cash balances, 
and the ways and means advances frou. the Reserve Bank vere 
considerably reduced. Thus during the last four years, 
there was a large increase in the loan liabilities of the 
Government, and, in fact, the entire eae in the war=-time 
debt took place during these yeurs. India entered the war 
with an aggregate intcrest-bearing obligation of 1206 crores 
and emerged from it with 2308 crores, nearly double the pre= 
war figure. 

To meke a precise computation of the increase in the total 
of interest-bearing obligations during the war, the figures 
given in the table need some modification. In respect of 


some of the Indian railways taken over before the war from 


(8) Belonces of the Central Government with the Reserve Bank;- 


(Rs lakhs) 
Year £. ve rage Year-end. 
1939-40 8 ,29 15,65 
1940-41 10,19 13,57 
1941-42 15.77 15,15 
1942-43 412,10 17 ,h1 
1943-hh 20,25 83 ,49 
19445 173,69 268,69 
1945-46 402,14 527 ,20 


(Report on Currency and Finance 
ReBeOf India, 1945-46 F.65) 
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British Companies, the Government of India had to pay certain 
annuities to the stockholders in repayment of the capital 
invested by theme These nnnuities, due from Government, formed 
a part of the sterling debt. In 1942-43, the Government of 
Indian made a lump sum copitael payment to His Majesty's 
Government, who thereafter undertook to make the payment of 
the railway annuities to the ammuitants . These ennuitiles 
therefore no longer remained a liability of the Government of 
Indiae They were shosn in the public debt statements only 
for accounting purposes, the corresponding amounts being 
entered under the relevant assets figures. The sum on this 
account was 26 crores in 1945-46. The total debt was therefore 
2282 crores at the end of March, 1946. The increase in the 
total interest-bearinz obligations during the war was thus 
of the order of 1076 crores. 

During the var, Government hed large balsnces in cash 
and securities held on treasury account. From a gmall sum of 
30 crores at the end of 1938-39, these be Leaces nel enaed to 
as much as 587 crores on the 31st March, 1946, ieee, by 
557 crores. Government, in showing its debt position in the 
annyval explanatory memoranda, made definite mention of these 
balances against the interest-bearing obligations, in order to 


PPE ONE CT aia ROE ND MON dea NG ene ONE EE NG GER Raat ea A a HEN 


(9) This is explained fully in the next section. 
(10) Explanatory memoranda to Central budgets. 
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present a correct eppreisal of its liebilittes. Such e@ 
presentation, however, created a misleading impression. The 
entire amount of these balances could not be set off against the 
interest bearing obligations, becaus¢é, as will be shown presently, 
there were various ether liebilities crested auring the war, 

on which Government did not have to pay any interest. The 
balances held on treasury eccount should be considered against 

the tots Iiabilities and not merely against the interest- 
bearing obligations. 

During the seven years of the war period, the aggregate 
expenditure (both on revenee and capitel ut not covered 
by revenue amounted to 901 crores of rupees. The increased 
belances held on treasury cecotmt came to 557 crores. The 


aggregate emount of 1458 crores wes met from the following 


Sources. 
(Rs crores) 

Loens 1076 

Repayment of loans by provinces 

end Indian states to the Gentral 
Govt.(12) 83 
Sale of silver 79 
Issue of one-rupee notes 45 
Tague of smell coins 9 


Non-interest-bearing deposits eG 
Potel 


1 See Table pier ° 
12) (Rs.lakhs) 1938»39 1945-146 
Capital edvanced to provinces 123, 52,13 


Capital advaneed to Indien States 


and other interest~bearing loans. TE ——— 
Total ° | ? 


Amount repaid was 143 ,99-61 » 03 4 82,96 
(Central budget memo, 1947-48) 
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Loans did not cover She entire amount of deficit expendi- 
ture and the tteasury bslancese Cf the uncovered amount, 83 crores 
was met from the repayment of loans by the provinces and the 
Indian States. The provincial governmenis hud large surpluses 
during the war. They could elso raise locns in the market at 
lower ratesu of interest ihon they were Dene on the loans due 
to the Goevernment of a MNoturally they took advantage 
of the situation and repaid & large part of‘tnheir loans. 

Besides, the Government of Indixu securcd 79 crores from sale 

of silver, 45 crores by the issue of one-rupee nutes to the 
Reserve Bank end 9 crores fro: profits arising out of the 
issue of nickel, bronze end copper collis. There vas still e 
balance of 166 crores to be accounted for. This was found 

from the net balances resulting fron debt transactions of a 
non=-interest-bcaring cherscter during the ware There were 
certain departmental reserve funds vihich did not earn any 
interest, and various ad hoc funds for development were 
accumulated during the period. Besides, there were considerable 
amounts on account of deferred pay of Indian troops, undistribut- 
ed pay of employees fallen into enemy hands, refundable deposits 


of incone tax surcharges and the likeg The balance of 166 crores 


einai 

413) Gee the section under ‘Provinciel debt'. 

( ) It was the function of the Reserve Bank to issue paper 
currency and the Government of India provided rupee coinse 

One-rupee notes were issued by the Government of India 

along with the rupee coinsSe 
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Was found from thes¢ non-interest-bearing deposits. These 
de.:osits were not shown in the list of the interest-bearing 
obligations, which vere considered ag the public debt of India, 
but, nevertheless, they were the obligations of the government. 

There was criticism in certain quarters that while the 
Reserve Bank was rapidly expanding currency, the Government 
of Indin effected fiuirther expansion by the issue of one~-rupee 
notes to cover its deficit expenditure. This criticism was 
unfounded. The issue of one-rupee notes was necessitated on 
eccount of’ increased transsctions ands, particularly, in view 
of the large amount of currency notes of higher denominations 
put into circulation by ithe Reserve Banke It was not for 
meeting the deficits in the budget that the one-rupee notes 
were issued. ¥/ithout these notes, only the balances held on 
treasury account would have pbesen reduced to the corresponding 
extente 

The totsl deficit expenditure debitable to the Indian 
budget was fully met by loans. A large increase in public 
debt was en inevitable consequence of the ware ‘the Indian 
public debt increased by 1076 crores. The extent of increase in 
Indie would have been greater, hsd it not been for the fact that 
she financed a larger portion of the expenditure, charged to her 
account, out of revenue than most other countries involved in 
the Ware This was, as such, a matter for gratification and the 
Government could not be accused of relying too much on loans 


for finsncing its war expenditure . 
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Repatriation of the Sterling Debt. 


The origin of the sterling debt of India can be traced 
to the days of the East India Company. Under the Act of 18353, 
the Company ceased to be a commercial concern end its bond debt 
was taken over by the new government. Vihen the edministration 
was transferred to the Crown in 1858, the capital stock of the 
Company at double its nominal value was added to the public debt 
of India. The first public loan .in England on India's account 
was raised in 1859, in order to meet the financial burden arising 
out of the suppression of the mutiny. All this sterling debt 
was a deadweight liability of the Government of India. In 1867, 
construction and management of irrigation works were taken up 
by Government, and the policy of state construction of railways 
was adopted two years after. Capital was not forthcoming in 
India and Government raised large sterling loans in Englend to 
finance the construction of these public works. From 1867, 
sterling debts were incurred largely for ' productive! purposes. 
The Famine Commission of 1679-80 emphasized the need for 
increasing outlay on railways for the protection of the country 
against fomine. On account of the continued fall in the exchange 
volue of the rupee up to 1893, servicing of the sterling debt 
imposed a heavy burden on the Indian finance. The scale of 
g in England was therefore reduced, and expansion of 


borrowin 
railways could not proceed in accordance with the recommendations 
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of the Famine Comission. Viith the stabilisation of the 
rupee in 1898-9 (at ls 4d), larger sterling loans were 
raised and construction of railways was taken up at an 
accelerated pace. Up to the outbreak of the first world war, 
there was progressive increase in the volume of ithe sterling 
debt, incurreg mainly for the purpose of financing the 
construction- of“ public WOrkKSse 

In 1878, it wes decided to pay off gradually the 
‘unproductive* portion of the total public debt, rupec and 
sterling. Large amounts had to be horrowed for railways and 
irrigation works. Government accordingly pursued the policy 
of devoting its revenue surpluses for capital expenditure, 
instead of utilising them for reducing the outstanding loanse 
To show accurately the aus of the productive assets, the 
‘public works! portion of the debt was increased by the 
amount of the revenue surpluses expended on railways and 
irrigation works, and the ‘ordinary' or ‘unproductive’ debt 
was reduced by the corresponding amount. Following this 
procedure, the unproductive portion of the total public debt 
was almost completely extinguished before the first world 
war, ! and the entire sterling debt was backed by productive 
assets under the Government of India. The aggregate sterling 
debt was, however, considerably increased, because of the 
Oooo Oe OOOO TOTO OO 


he ‘ordinary’ debt in 1915 was only 3 crores. (Del. 
ନ The Indian iublic Debt. P.179) 
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continued raising of sterling loxnns for financing the public 
works programmes. At the end of 1913-14, the greater portion 
of the total public debt consisted of sterling loans which 
amounted to 266 crores as against rupee loans of 180 crores. 

During the war of 191-18, the London market wags almost 
completely closed to external borrowers... The strength of the 
Indian money market vas revealed during this period, and the 
government thereafter had increasing recourse to rupee loans 
in India. But nevertheless there was a large increase in the 
sterling obligations during the inter-war period. The 
following table shows, the rupee and sterling debts of the 
Government ‘of 1921 to 1938. 


Table 90. 


Public -Debt of India. 
(Rs. crores) 


On 3lst March Rupee sterling Total 
Debt. Debt public Debt. 

1921 311 287 598 
1922 339 308 647 
1923 324 364 688 
1924 313 486 799 
1925 420 511 931 
1926 418 513 931 
1927 416 509 925 
1928 412 459 871 
1929 434 471 905 
1930 470 485 955 
1931 479 517 996 
1932 529 506 1035 
1933 508 505 1023 
1934 495 510 1005 
1935 493 511 1004 
1936 458 502 960 
1937 466 477 93 
1938 8 


(Source: Statistical Abstrects of British India) 


Notes: (a) The figures do not include unfunded debts. 
b) Sterling has been converted to rupee at 
the rate of ls.4d to the rupee up to 1927 
and ls.6d thereafter, 
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The increase in the sterling debt from the time of 
the first world war was due to the following reasons. India 
made a war contribution of 177 crores during the war. The 
greater part of it was paid off from the several war loans 
raised in India. Arrangement was made for paying the rest 
in instalments. For this balance of the contribution, india 
acknowledged the liability of a part of the 5 per cent. war 
loan, 1929-147 of the Britigh Government. Hebi. Government was 
responsible for the entire loan to the bondholders and the 
Government of India, for the part of the loan it acknowledged, 
owed liability direct to the British Government. During the 
inter-war years, capital expenditure in India was largely met 
by rupee loans, but it was necessary to supplement them from 
time. to time by sterling loans raised in England. The increase 
in the sterling debt during this period was due in the main 
to the railway policy adopted by Government . Government had 
io incur capital liabilities involved in the purchase of 
certain railways, which underwent redemption and for which 
payment was made in terminable annuities. ®) When the 
gove rmment took over the management of certain railways from 
the hands of companies, by terminating the contracts with 
them, it had to assume the liability in respect of the capital 
value of their debenture stocks. These liabilities increased 
the sterling obligations of the Government, but they did not 


i1ity under this head had existed from sometime 
(2) ee - it was first shown under the public debt 


in 192-25. 
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make any addition to the total indebtedness of the country. 
The liabilities had already been there and what the Government 
did was to transfer them from the Companies to itself. There 
wags a large increase in the rupee debt during the inter-war 
period, but on account of the reasons given above, the 
sterling obligations of the Government ificreased even to a 
greater extente The volume of the sterling debt reached the 
peak figure of 511 crores in 1935 end, after a certain reduc- 
tion, stood at 468 crores in 1938. The major portion of this 
debt was productive in character, being backed by assets in 
the shape of railways and irrigation workse At the end of 
March, 1939, the total sterling debt amounted to 465 crores, 
excluding the sum of hl crores of service funds, which con- 
stituted the unfunded sterling debt. 

The distinction between internal and external debt is 
of real and far-reaching importance . tihereas the former, 
involving a transfer of wealth within the country, does not 
exhaust its resources, in the case of the latter, there is a 
transfer of wealth from the lending to the borrowing country, 
when the loan is incurred, and in the reverse direction when 
interest is paid and capital redeemed. External debt thus 
imposes a real burden. But the distinction between rupee 
and sterling loans as maintained in India did not lend itself 
to any rigid conclusion that the one was exclusively internal 
and the other exclusively external. Loans registered in 
nder the category of rupee debt and thoge registered 


India came U 
in England under sterling debt. In these days of inter 
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national mobility of capital, it was natural that there was 

a certain amount of foreign investment in rupee loans and 
Indians likewise employed a part of their capital in subscrib- 
ing to sterling loang raised in Englande Although the dis~- 
tinction between the two loans served a useful purpose from 
the administrative point of view, a more realistic picture 
would have been furnished if it had been found possible to show 
the volume of debt, rupee as well as sterling, held by Indians 
and non~-~Indians separately. But nevertheless it was a fact 
that the major portion of the sterling obligations was India's 
external loane It was thus a burdensome feature of her 
public debt that a considerable part of it consisted of exter- 
nal liabilities. 

The Government of India had in view the desirability 
of gradually repaying the sterling loans as conditions would 
permit,and a small beginning in this direction was made in 
1937-38, when gecurities to the value of l.l2 crores were 
purchased from the market for cancellation. Owing to the 
cumulative effect of a decline in the balance of trade in 
merchandise and treasure in that year end the following year, 
combined with an increase in private remittances for purposes 
of investment, the amount of sterling offered to the Reserve 
was small; and the sterling requirements of the Secretary 


Bank 


of State in 1938-39 being larger, the Bank had to draw from 


the accumulated reserves of the Issue Department to meet the 
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balance .( 3) The progremme of repayment of the sterling debt was 


the re fore temporarily suspended during that year. 

With the outbreak of war there was a remarkable ‘change 
in the situation. Substantial purchases were made in India 
on behalf of the British Government. This was paid for by 
India in the first instance and the amount was recouped by 
payment of sterling into India's account in London. Sterling 
receipts were also obtained from His Majesty's Government for 
their share of the war expenditure incurred in India, and, 
further, there was the contribution for modernisation of the 
defence forces in accordance with the Chatfield plane The re 
was therefore a large accumulation of sterling in the Reserve 
Bank in 1939-40, which enabled it to put considerable amounts 
at the disposal of the Government of India. The Government 
availed itself of the opportunity and reopened the scheme of 
repatriation of sterling debt started in 1937-38, by which the 
Bank was authorised to purchase non-terminable securities as 
and when they became available in the market and transfer them 
to Government for cancellation. In 1939-40, securities of 
the fece value of 23 crores (£17.09 millions) were cancelled 
under this arrangement. As the war progressed, there was a 
larger accrual of sterling. On the 22nd of Fsbruary 1940, 


Government announced a scheme for the repatriation of certain 


csemaamiaetottiroreteentatiainepaatioaaseremertia crete ite OAT AA eet eae 
(3) Report on Currency and Finance (Reserve Bank of India) 


8-39: Pel5e 
a ot amount of sterling purchased in 1938-39 was 
£25.5 million and the requirements of the Secretary of 


gtate were £35.6 millione 
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terminable loans, by the creation of rupee loans as counter- 
parts.(4) Holders of these loans were given the option of 
transferring their holdings from the books of the Bank of 
England to the rupee registers opened and maintained in India 
by the Public Debt offices of the Reserve Bank. Un account 
of further accumulation of sterling balances in the followin 
year, this scheme was replaced by a comprehensive plan, which 
was adopted with the co-operation of Hei. Government, so as to 
accelerate the process of repatriation. A certain amount of 
sterling securities had by this time been purchased from the 
open market in London. As the security market improved and 
the floating stock was removed by such purchases, it soon 
became obvious that purchases on such a large scale would no 
longer be possible except at the cost of pushing prices up 
beyond a reasonable level.(>) The British Treasury issued 

a Vesting Order on the 7th of February, 1941, requiring all 
residents in the United Kingdom to gurrender their holdings 
of India's termineble sterling loans at prices prevailing at 
the time of the Order plus an allowance for the period 


necessary for examining documents before making payment. On 


was given for conversion into rupee counterparts, 
(4) Co re ape 5 the following sterling loans: ମା 
a) 3% loan, 1949-52. 
Dp) 3‡% loan, 1954-59. 
ec) lg. loan, 1948-53. 
a) 4 loan, 1950-55. 
e) 4g loan, 1958-68. 
£} 55% loan, 19L2-l7. 


(5) Budget speech, 19ll-2. Para. 33. 
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the following day, the Government of India issued, under the 
Defence of India Rules, a notification on the same terms in 
respect of British Indian holders. By the end of March, 1941, 
terminable securities of the face value of 80 crores were 
repatriated under this compulsory scheme .( ©) 

The above Vesting Orders related to the terminable 
stock. Towards the end of 1941, Government took action to 
acquire the non-terminable debt of the value of about 211 
crores, consisting of the 2%}, Stock, 1926, 35 Stock 1948 or 
after and the 3%% Stock, 1931 or after. ¥ith regard to the 
335 Stock, a year's notice for redemption was given by the 
Secretary of State in terms of the Contract, and, for the 
other two, a second Vesting Order was issued on the 24th of 
December, 1941, by the British Treasury on the lines of the 
first and a corresponding notification by the Government of 
India. To those to whom these Orders did not apply (i.e., 
to residents outside U.K. and British India), facilities were 
given to surrender their stock at their option on exactly the 
same terms . 

In 19h2-143, the policy of repatriation was pursued 
still further. The foregoing schemes did not cover the 
railway annuities and debenture stock. With regard to the 
anmuities, an agreement was entered into between the Govern- 


ment of India and “H.M. Government, according to which the 


(6) 72 crores from British holders and 8 crores from 
Indian holders. 
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latter accepted the responsibility for making the anmal 
payments to anmuitants till termination, in return for a 
capital sum of £30 miliions deposited with them.(7/) For the 
acquisition of the railway debenture stocks, Vesting Orders 

on the lines adopted before, were issued on January 16, 1943, 
and for some of them, which were subject to specific contracts, 
the requisite notice of one year for redemption was given by 
the Secretary of State.(6) 

By the end of 1942-143, the bulk of the sterling debt 
had been liquidated and the final stage Of repatriation was 
reached in the following year, when the debenture stock for which 

notice had been given in the preceding year became due for 

re payment « The small amounts of sterling debt repaid during 
the last two years of the war perlod related to cancellations 
of repatriated stocks not surrendered earlier, vith the 
virtual completion of the schemes of repatriation, Government 
paid off the Chatfield debt of 8; crores (being 4 of the con- 
tribution of 38 crores made by HeM.Government) in 1943-44 and 
made a lump-gum payment of 20 crores in respect of ‘non-effec- 


(9) 


tive! payments connected with the defence services. Further, 


during the war-period, Government purchased rallways from com- 


panies at a total cost of 41 crores of rupeese The acquisition 


mnuity payment due on 1.10.42 was £34 millions. 
4 een of £50 millions was therefore an investment at 
21%, realisable at varying instalments over a period. 
(Report on Currency and Finance, 19L2=143« Peli5,) 
(8) This notice was given in respect of the 35% debenture 
stock of Eel, GelePe sp and BeBe & Cele Railways. 


(9) see Chapter V. 
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of sterling assets rapidly increased during the later years of 
the war, and after all these payments were effected, there was 
an accumulated balance of more than 1700 crores in the Reserve 
Bank of India at the end of March, 1946.(10) 
The following table shows the amounts of sterling debt 


repatriated during the war years under the aifferent schemes. 


e t on Currency and Finance: ReB. of 
10) 1724 crores (Re por 
( ) India. 1945-46 . Pelfle) 
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The sterling debt of India which was 465 crores, 
excluding the serviceg funds, at the end of the last pre-war 
Year was thus virtually wiped out during the ware The total 
sterling debt (excluding service funds) at the end of 1945-46, 
as shown in Table 89, given in the previous section, amounted 
to 60 crores. Of this, the amount of 26 crores shown against 
railway annuities was no longer India's liability, the British 
Government having accepted the responsibility for making the 
payments, as explained before, in return of a capital gum 
deposited with theme The balance of ‘war contributions! in 
1931 was 26 crores of rupeese On account of the financial 
difficulties during the depression, payments towards this con- 
tribution remained suspended from that year. Payment was not 
resumed when finences improved and during the war the question 
was not raised. Pregumably the liability in this respect will 
be cancelled. The outstanding sterling debt which remained 
unpatria ted at the end of the war period thus amounted to only 
13 crores of rupees. This was left over because the holders 
outside U.K. and British India, to whom the Vesting Orders did 
not apply had not; by that time, exercised the option of 
surrendering their holdings for repatriation. 

The actual operation involved in effecting the repat- 
riation consisted of two stages. In the first place, sterling 
had to be acquired for the purpose, which was easy because the 
Reserve Bank had large sterling resources. But there were 


complications at the second stage because the necessary amount 
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acquisition. So far as the terminable loans held by Indian 
investors were concerned, it was possible to make direct pay- 
ment by the issue of rupee counterparts. But this was only 
a small proportion of the amount involved in the total repat- 
riation effected. AS for the rest, it was considered ime 
practicable to borrow the entire amount immediately from the 


market, in view of the defence borrowing requirements. 21? 


f 
of rupees had to be obtained to make the payment for this 
|| 
The necessary rupee finance was obtained largely by the issue 
of rupee counterparts to the Reeerve Bank, to be sold gradually: 
according to the demand in the market .( 12) 


The following table shows the amounts of rupee countéer- 


parts created against the sterling debts repatriated during the 


1 


Ware 
Table 92. 
Year Face value of sterling Rupee Counterparts 
securities repatriated created. 
In millions Equivalent in In crores of Rs. 
of £. crores of Rse 
1939-40 17.09 22.79 22.79 
1940-41 71.29 95 05 94.86 
1941-42 99 O04 132.05 33.58 
1942-43 119.00 158.66 82.62 
1943-44 13.02 17 36 38 e142 ac 
1944-45 Ocll 055 O17 


1945-16 O28 Oe £ OeOL 

Total 320.13 260.03 ” 273.57 
Source: Reports on Currency and Finance: R.B. of India. 
FB Includes 30 crores created between 2.3.2 to 16.6 .42) 


11) Budget speech 1942-43. Parae 35. 

12) Under the Reserve Bank Act, 1934, the amount of rupee 
securities and internal bills of exchenge, which the Bank 
could hold in the Issue department was not to exceed | of 
the total assets or Rs .50 crores whichever was . 
(sec. 33(3) Proviso). To enable the Bank to hold larger 
amount of rupee securities, this restriction was removed 
in February 1941 and the Bank was permitted to hold such 
securities and internal bills up to 3/5 of the total ascets 
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During the first two years, the rupee finance was obtained 
almost entirely by the creation of rupee counterparts. In 1941. 
42, the price of rupee securities was temporarily depressed due 
to war developments and a large volume of counterparts would 
not have been favournbly received in the market. (27° Rupee 
counterparts were therefore created in that year to a small 
extent and the balance of rupee, finance was obtained by the 
issue of treasury bills to the Reserve Bank, In the subseduent 
years, the proportion of counterparts was increased. But 
taking the whole period of seven years, the total counterparts 
created amounted to 274 crores for securities of the face value 
of 427 crores repatriated, As for the balance, it was met out 
of the cash balances of the government or financed by ad hoo 
treasury bills issued to the Bank or by ways and means advances. 
Out of the counterparts of the value of 27/ crores created, a 
certain amount was at first held in the Reserve Bank, to be 
sold gradually to the public, 55 crores of holdings in the 
Bank were cancelled against payment from cagh balancee, as 
they were thought to be in excess of the absorptive capacity 
of the market. Likewise the ad hoo treasury bills were 
redeemed from the proceeds of the different war loans. 

Whether the repatriation finance wags obtained by the 
issue. of counterparts, or from the defence loans or the cash 


balances, which ultimately came from the loan proceeds, there 


(13) Report on Currency and Finance, Reserve Bank of Inéy&, 
1941-42, P. 37. 
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was no difference in their consequences. The methods of 
financing were only different administrative techniques 
adopted to suit the circumstances obtaining at the time of 
the operation. It vas a matter of congretulatiocn that such 
e large volume of transscilons was effected without any 
disturbance to ithe money msrket. 

It was indeed a remarkuble development of the wer period 
that the large volume of external debt accumulated over 
decades could be wiped out in course of only & few yearse 
Amidst the great financisz hardship sustained by Indis and 
the manifold sufferings borne by her people, this was an 
exceedingly welcome schievement.e ‘This transformation 
in the debt position brought about & definite improvement in 
the finances ani the entire economy of the country. 

Govérnment finsnces derived certain immediate sdvantsges 
from the reputriation of the sterling debt. There was a gain 
on exchenge account, since a certain expenditure used 10 be 
incurred for obtaining sterling every year to make the interest 
payments. The saving on this account amounted to about 10 lakhs 


(11) 
of rupees. The interest paid on sterling debt was not 


sapere reer renter erent rane 


(44) The expenditure incurred under ‘exchange’ in msking 
interest payments on sterling debt: 
1938-39 10 lakhs 


1939-40 7 " 
1940-41 5 
1941-42 5 
1942-43 
1943-444 0.5 ®? 
19Lli~45 Och ® 


1 945 -46 0 olf " 
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subject to Indian income tax, but the holders of the rupee 
counterparts and the defence loans (& pert of the proceeds of 
which vias utilised for repatriation) paid income tax to ‘the 
Government of Indis on the interests received by theme To a 
certain extcont, as hss already been pointed out, the repairiat- 
ion finance was obtained by the issue of ad hoc treasury bills 
and ways anc means advances, which were grouduoally replsced by 
funded loanse On these short-term obligations, as long as they 
continued, Government paid a much lovier rate of interest than 
would otherwise have been paid to the holders of sterling dcbte 
To that extent, therefore, there was an immediate gain, 
although it was only temporary ond incidental. The finance 
member pointed out a further financial advantage to the Govern- 
ment from repatriation. It was argued that “to the extent to 
which the Reserve Bank is f'or ithe time being holding higher 
interest bearing rupee counterparts in its Issue De partment 
instead of short-term sterling investment of lower yield, its 
profits will increase, and as ultimntely the Bank's surplus 
profits are transferred to Government, Government gains 
er This was, in fact, no goin whatsoever and the 
argument of the finance member was fallacious, for after all, 
the interest on the counterparts was paid by the Government 
itself. 


(15) Budget speech, 1942-43: Para 38. 
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But the advantages pointed out in the foregoing paragraph, 
were of minor importance compared with the imuense benefits which 
ultimately resulted from the liquidation of the external debt. 
Indian opinion had always been highly critical of the ‘draein' 
arising out of ithe sum total of the external obligations. A&A 
considerable amount of India's physical exports hed to be 
devoted every year to nieet these obligations. The sterling 
debt having been replaced by rupee securities, servicing of 
the debt involved only a transfer of wealth from the tax-payers 
to the bondholders within the country and India did not have to 
part with s portion of her annual produce in order to meet 
the interest payment to external a Further, on 
account of the large standing externsli obligations, the cash 
reserves of the country were, in the past, subjected to a good 


deol of strain, when there was shrinkage in the export trade 


(16) Interest payments on sterling debt:- 


1938-39 17 crores of RS. 
1939-40 17 “ 
1940-141 16 

19141 -142 il Lu w 
1942-453 7 

1943-44 2 

194-45 1 

1945-46 1 
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in consequence of events over which India had no control. 
The position will hereafter be very much eased on account 
of the virtual extinction of the sterling debt. Moreover, 
the liquidation of the externsl debt greatly improved the 
credit of India in the international market. She har 
planned for a lerge-scale economic development in the post- 
war ycars, which will necessitate external borrowing. Her 
improved position may enable her not only to raise loans 

in foreign markets more ensily but also to obtain them at 
favourable rates of intcrest. Thus Indis emerged out of the 
war in a position to shape her economic policy without foreign 


debt encunbrances . 
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Provincial Debt. 


Before the introduction of the Montford reforms, 
the provincial governments were not permitted to borrow money 
on their own accounts. There was concentration of authority 
at the Centre, and finencial subordination. of the provinces 
was a necessary feature of the system. This arrangement 
could not be continued when, under the Act of 1919, partial 
responsibility was introduced in the provincial sphere, 
and there was complete separation of revenue resources between 
the Centre and the provinces. ith the financial separa=- 
tion, assets and liabilities had also to be adjusted. When 
certain assets (e.g. irrigation works) were assigned to the 
provinces the corresponding debt liabilities were transferred 
to them. Thus the provincial debts in 1920-21 were all 
backed by productive assets. 

It was realised that the provincial governments 
would need borrowed money to finance their capital expenditure 
and to meet deficits at times of financial difficulty. It 
was, however, not considered advisable to give them a free 
hand to approach the money market, The Government of India 
offered to accommodate the provinces from ites own resources. 
They were, nevertheless, allowed to raise loans under certain 
restrictions. Such loans had to be for financing projects 
of lasting public utility of a remunerative character and 


the sanction of the Governor General had to be obtained 
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before approaching the market. Such restrictions were 
necessary at the time, first, to safeguard solvency, second, 
to check any attempts on the part of the provincial govern= 
ments to resort to loans without trying to develop their 
revenue resources, and third, to avoid unrestricted and 
wasteful competition among the borrowing authorities in the 
market, Between 1921 and 1937 substantial loans were in= 
curred by the provinces (2, but a small part ‘of them was raised 
from the open market, (2) It appears that the provinces did 
not expect to receive favourable terms in the market and had 
therefore great reliance on advances from the Central Government, 
Restrictions on provincial borrowing powers were 
not consistent with the principle of provincial autonomy, 
Accordingly, the Government of India Act, 1935, conferred 
powers on the provincial governments to borrow in the open 
market on the security of their revenues, (3) There were mis= 
givings ebout the success the provincial governments would 
achieve with their new powers. It was accordingly provided 
that the Central Government, if it thought fit, could make 


loans to them or give a guarentee in respect of a loan to be 
POE PO ner Gre OG Nia TE AON ac ONG NO Chane eee A Sed TO SGN ONG TA Gh Et EO 


(1) Total provincial loan:i- 
on 31-3-1921 81 crorer 
3le 31937 153 crores. 


(2 Of the 153 crores of provincial debt at the end 
of 1936-37, 144 crores were due to the Centre and only 9 
crores were raised from the market, 

(3) Government of India Act, 1935: Sec. 3163 (1). 
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raised by any of them, In case, however, any province was 
indebted to the Centre or any part of its loan, guaranteed by 
the Centre, was still outstanding, 1t had to secure the consent 
of the Central Government for raising further loans. (4) This 
was no interference with provincial autonomy but only a 
necessary protection of the creditor's interest. (5) Thus, 
under the Constitution of 1935, the provincial governments 
secured full powers to shape their borrowing nolicy. 

With the inauguration of provincial autonomy, the 
debts due to the Centre were adjusted against various provincial 
deposits bnnked with the Government of India. adAfter thie 
adjustment there were considerable amounts of debt left over. 
In accordance with the Niemeyer recommendations (©? , the entire 
outstanding debt of Bengal, Bihar, Assam, N.W.F. end Orissa 
were cancelled, and, in tihe case of the Central Provinces, the 
debt wae reduced by 1.5 crores. This was done as a part of 
the general scheme of financial assistance to these needy 
provinces. The debts due from Madras, Sombay, U.P., Punjab 
and Sind, and the balance due from C.P., were consolidated for 
repayment over a period of 45 years. (7?) ‘The rate of interest 


charged in the case of any of these provinces was the average 


A) Ibid. Sec. 163 (3). 
5) It was laid dowm that the consent of the Centre 
fould not be unreasonably withheld. 

Ibid. Sec. 163 (4). 
6) Indian Financial Enquiry Report (Sir Otto Niemeyer) 
9 6. Para. 19. 
23 The barrage debt of Sind was consolidated in 1942. 
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rate on the amounts borrowed at different times, calculated 
to the nearest quarter per cent. (8) With the conferment of 
unrestricted borrowing powerg on the provinces, it was 
convenient and desirable that their debt obligations should 
be adjusted and nut on a definite basis. They could theree 
after shape their borrowing programme according to their 
requirements, 

The provinces had a very short span cf autonomous 
career before the war. The effect of the reforms was tested 
during the war years. We shall proceed to examine with 
what success the independent borrowing powers were utilised 
and how the provincial debt position was affected during this 
period. 

We have seen that in the pree=autonomy days the 
provincial governments preferred borrowing from the Centre 
to approaching the open market. They apprehended that their 
securities would not be favourably received in the market. 
How aid their securities fare Visea-Vvis those of the Central 
Government during the war? With regard to provinoial 
treasury bills, the market was all the time highly responsive 
and on each occasion the amount tendered. was far in excess 


of the amount offered. This is evident from the following tabte. 
ee re i 


(8) The rates of interest charged on the consolidated 
debts due to the Centre:i- 
Madras 4.5% UePe A. 25% 
Bombay A.5#% Punjab A.0 £& 
Sind 4.0% CeP. 4A. 25% 


Digitized by PPRACHIN, SOA 


-643= 
Table 93. 


Provincial Treasury Bille, 
(Rs. lakhs.) 


Year, Amount Amount 
offered fendered 

1938-39 5,70 7.17 
1939-40 11,80 13,76 
1940=41 6,90 12,28 
1941-42 8,15 _ iS 
1942/3 A, 35 9,6 
19434 46 ,05 65,64 
19444 53,50 89,65 
1945=A 36,00 58,52 
Total 

1939=40 to 1945-46 166,75 267,67 


(Source: Reports on currency and finance: 
R.B. of India). 


Thies was a clear and unmistakable sign of the popu= 
larity of provincial bille and the governments were not, 
therefore, shy of approaching the market for floating loans, 
The rates at which their treasury bills were discounted as 


against the central bills are shown in the following table. 


Table 94. 
Discount Rates on Treasury Bills. 
(Average per cent. per year). 


Year. Provincial Central Excess of Rates on 
Bills. Bills Provincial Bills over 
those on Central Bills 
1938-39 1.82 1.63 0.19 
1939-40 2,58 1.87 0.71 
1940=41 0.92 0,89 0.02 
1941-22 0. 85 9.72 0. 13 
1942-43 0,82 0.867 = 0.0 
1944=4A5 0.56 0.49 0,07 
1945=A OO. AA 0. AO 0,04 
{ {$ Reports on Currency and Finance? ? 
Pouron kop. of India). 
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The provincial governments reaped as much advantage 
from the easy money conditions during the war as the Government 
of India, It will be seen from the table that the market 
attached, generally speaking, greater credit to the Central 
than to the provincial pills. But nevertheless, a remarkable 
feature was the appreciable narrowing of the disparity 
between the rates paid by the vamnlous provincial governments 
ena the Centre. During the later stage of the war the 
difference wae very small and, in the last year, it was ag 
low 2s O.O0O4A per cent. a year. The market was presented with 
provincial bills for the first time in 1938=39. and even 
during euch a short period, their acceptability was well 
demonstrated. 

What was the relative nosftion in respect of long» 
term loans? All the loans raised by the provinces during the 
war years were medium=dated, being repayable at the end of 
12 to 14 years(??, and, in every cage, the rate of interest 
vas 3 per cent. Loans raised by the Government of India, 


which would mature at the end of 10 to 15 years, carried the 


O° Loans i= 
(9) a of Iesve: Description of Loans: 
1939-40 = 3# Loans)1959 Madras 
)1949 C.P. & Punjay 
1940/1 = 3% Loans, 1952 
1941-42 a es GC 
642-43 = 3% Loans, 295 
1943-AA = 3% Loans, 195 
1944=A5 » 3% Loans, 1958 
1.94546 = ¢ Domne, 19 
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same rate of interest. Since all these central and the 


provincial loans were repayable at par, the differential 
advantage, if any, was in the issue prices of the loans floated, 
The central loans of the particular type were all issued mc 
The issue prices of the provincial loans are shown in the 
following statement i= 


Provincial Loans 


Year of Issue Description Issuing Issue Price 
of loan Government Re. As. 
19A42=A3 3# Loan, 1955 Bombay ୨8 8 
Madras ୨7 8 
Pun jab 97 
C.P. 97 
1943=AA 3% Loan, 1956 Bombay 100 
Madras ୨୨ 8 
‘ FP Uunjab 90 
nd 99 
19A44=A5 3% Loan, 1958 Bombay 100 
Madras 100 
CePe 100 
U.P, 99 8 
Punjab ୨୨ 8 
Sind 99 8 
1945-46 £ Loan, 1960 Madras ୨୨ 8 
a ” U.P. 99 8 
Punjab ୨୨ 8 


It will be seen from the statement that the provinces 
could not all the time raise their loans on exactly the eame 
terms as the Central Government. But although their issue 
prices were low in 1942-43, the position improved very quickly 


and some of them were able to issue their loans aX par and the 
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others at only slightly lese. There was scarcely any disparity 
between the issue prices of the central and the provincial loans 
during the later years of the war. 

Thus, in raising both floating and longeterm loans, the 
provincial governments derived almost as much advantage as the 
Central Government. The apprehension that provincial loans 
would not be favourably acceptel in the market wae proved to be 
unfounded during the war, In no case was it necessary to 
secure a guarantee from the Central Government. The increased 
revenue resources allocated to the provinces under the con- 
stitution of 1935 and their financial prosperity during the war 
enabled them to command immensely improved credit in the market. 
They were able to utilise their independent borrowing powers 
to full advantage. 

We shall now see for what purposes the borrowing powers 
were utilised and what the provincial debt position was at the 
end of the war, The consolidated debt position of the provincee 


during the war is shown in the following table:i- 
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Table 95 


Provincial Debt (11? (Rs. lakhs) 
at the end of the Year:- 


or debt 15,07 19,60 23,33 23,04 ° 31 07 39,63 50,87 50,28 

loat- 

ing debt 1,50 1,80 ଓଠ 1,00 82 29,40 30,03 20,52 
c) Loans ° 


due to the " 

Centre 123,24 121,77 120,54 118,49 121,11 98,66 63,67 52,23 
II Unfund- 

ed debt 23,39 


25,54 26,62 ୫27,26 28,59 29,78 30,97 


Total 163,20 


It will be seen from the table that while there was an 
increase in the floating and unfunded debts as well as in the 
long-term debts raised from the market, loans due to the Central 
Government were substantially reduced, A large portion of the 
unfunded debt consieted of provident fund deposits of govern 
ment employees, and during “war the deposits thereunder were 
greater than withdrawals. Floating debts were nominal in 
amount till the end of 1942-43. In the subsequent years, large 
amounts were raised by the issue of treasury bills, of which 
substantial portions were carried over, This was mainly due 
to the fact that Bengal needed considerable amounts for 
financing famine relief and it was not possible to redeem all | 


its floating debt from its revenues. The power of issuing i 


sateen tne tte restr rere rrr er rarer 
(11) The figures are from the Reserve Bank's Reports on Currency 
and Finance. There was a slight disparity between the figures 
under Ic and those given in the explanatory memoranda on Central 
budgets under 'Capital advanced to Provinces®. 
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treasufy bills given to the provinces under the Act of 1935 
was thus of immense assistance to this province. 

During the first two years (1939-20 and 1940-41) loans 
were raised in the market for financing certain capital expend= 
i ture. No loans were incurred in 1041-22, But in the sub= 
gequent years, the market was approached every year for loans 
for the purpose of making advance renayments of a portion of the 
debt due to the Centre, as consolidated under the Niemeyer 
Scheme. When these debts carried an interest of A to 43% a 
year and the provinces could raise loans at 3 per cent in the 
market, it was the only sensible course for them to adopt. At 
a time when the provinces were enjoying large revenue surpluses 
and, for lack of gcope for capital expenditure, building up 
funds for post-war development, it was the proper opportunity 
for reducing the debts due to the Centre. Not only were loans 
raised for making advance repayment of these debts, but even 
revenue surpluses were utilised by some provinces for this 
euFKGeey (1? 

It may be seen from the table that there was no change in 
the aggregate liability of the provinces at the end of the war. 
At the end of 1945-46, it amounted to 163 crores which was what 
4t had been at the end of 1939-39, But, in fact, taking all 
the provinces together, there was, as the following account will 
show, an appreciable improvement in their debt position, 

i2 Mainly with the assistance of revenue Cpe, the 


Lloyd Barrage debt of Sind, amounting to 22.43 crores, 
was liquidated in 1944-45. 
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Table 96 
(In lakhs of Rupees) 


h 1938-39 19A5-A6 
a Grogs debt 163,20 162,97 


b { Loans due to the provinces 60,72 18,27 


Provision for reduction of 3,96 A,0A 
debt 

Cash balances 7,34 72,76 

Total (b) 69,12 ୭5,୨7 

Net liability (a - b) 94 ,0ମି 67,00 


(Source: Reports on Currency and Finance, 
Reserve Bank of India) 


Although there was 2 reduction in the loans due to the pro= 
vincial governments from local bodies andpthere, the provieion for 
reduction of debt was larger and the cash balances much greater 
than they had been before the war. Taking all these factors into 
account, the provinces emerged out of the war with a reduction in 
their net liabilities to the extent of 27 crores of rupees. Not 
only aid their war-time financial prosperity help them to reduce 
their obligations, but the newly acquired powers of borrowing 
were utilised to replace loans bearing higher rates of interest 
by liabilities incurred on advantageous terms. 

The provincial debt position at the end of the war was 
essentially sound. The total net liability of 67 crores was 
indeed very small, considering the total provincial revenue of 
220 crores in that year, As against thie small debt liability, 


there were extensive productive assets. The investment on 
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irrigation works alone was 14/ crores in 1937-38. To. finance 
the postewar development schemes, the provinces will have to 
approach the market for loans. The fecilities with which they 
could raise loans independently, with advantage, has been well 
proved during the war. With their sound debt position, they 
can confidently expect to secure the requisite loan-finance 


necessary to carry through the development programme, 


Digitized by PPRACHIN, SOA 


-655 = 
The Size of the Debt and the Extent of the Burden 


The service of external debt involves a real burden in the 
shape of a transfer of wealth from the debtor country. But 
this was no longer a problem in the case of India after the 
sterling debt had been virtually liquidated, The service of 
internal debt does not diminish the total income of a country 
in as much as it imnliee a transfer of wealth within the 
commun3 ty. But the transactions involved in effecting the 
transfer have their repercussions. These transfers may 
result in a burden or a benefit according as they increase or 
diminish the inequality of income in the community, The out- 
come depends on (a) the tax system end (b) the distribution of 
the ownership of government securities among the different 
gections of the population. If the securities are held by a 
small minority of rich citizens, servicing the debt involves 
annual transfer of large amounts to persons who are already 
wealthy. In India, where the bulk of the population is ex= 
ceedingly poor and the rich class constitutes a very small 
section of the community, public debt is largely owned by this 
small section. The Indian tax structure underwent an 
appreciable transformation during the war, but even 80, in 
1945=46, progressive taxation constituted only 31 per cent 
(1) 


of the total central and provincial revenue, Evidently 
therefore service of internal debt in India imposed a burden 


on the community by furthering inequality. 


tare pinata erat era ptt erp rears 
{1) Sea Chanter XI. 
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Besides this effect on distribution, a large public debt 
affects economic motivation as well. On account of large 
holdings of government securities, a large proportion of the 
individuals* incomes is obtained in the form of unearned prow 
ceeds, which are independent of current efforts. There is 
accordingly a diminution in the incentive to effort. This 
problem of economic incentive ‘assumes increasing importance 
when the volume of public debt becomes very large. 

With a large outstanding public debt, heavy taxation is 
required for servicing it. When the budget is heavily 
burdened on this account and taxation is at a high level, 
Government may curtail its beneficial activities to reduce 


taxation or adopt a cautious attitude about expanding them, 


! 
t 
¦ 
| 
| 
| 
| 
| 
| 
| 
} 


in order to obviate the need for further taxation. Any such 


course of action will impose a burden on the community in as 
much as it will reduce or, at any rate, restrict the furtherance 
of social welfare, This way of looking at things, it ies argue 
overlooks the fact that the sums spent on interest or repayment 
become income for the creditors so that the total income remains 
unaffected, and there being no reduction of taxable income, 
there is no reason why expansion in Beneficial expenditure 


should at all suffer, (2? 


The total taxable income, it is true, 
does not diminish on account of debt services, but there is no 
specific taxation on incomes from government geecurities, and 


taxes affect all the different types of income in the community. 


(2) A.H. Hansen: Fiscal Policy and Business Cycles, FP.lA4A. 
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When the level of taxation, both direct and indirect, is high, 
it is likely that there would be a disinclination to raise it 
further to maintain the debt services and expand welfare 
activities. And high taxation may have adverse effects on 
incentive to work and take business risks. 

All these considerations may not be of any considerable 
significance when the total debt is small, but they assume 
increasing importance when the volume of debt becomes very 
large. The larger the size of the debt, the greater the ex- 
tent of these repercussions. This is not to suggest that 
further loans should not be incurred for financing schemes of 
economic development. Far from it. Increasing participation 
of the government in the economic life of the community may 
bring about an increase in the national income and secure 
stability in the economy. But the size of the debt outstanding 
is important in determining the future course of action. It 
is therefore necessary to take stock of the situation in India 
as it was at the end of the war and assess the burden as a 
preliminary to the shaping of post-war policy. It should be 
considered in relation to the resources and the wealth of the 
country to bring out a correct appraisal of the position, 

We have seen that the total interest-bearing obligations 
of the Government of India at the end of 1945-46 amounted to 
2282 crerBe The mn-interest-bearing liabilities need not 


be taken into account, because they could be redeemed from the 
a eR a ea ey ee 
(3) See Section under ‘Size of the Debt'. 
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substantial cash balances built up during the var. The total 
sterling debt outstanding amounted to 37 crores, (4) As againet 
this, a sum of 48 crores was due from Burma. The two amounts 
may be taken to offset each other and thus there was no external 
debt left over. The aggregate public debt consisted of the 
rupee dents only and the size of this debt was 2245 crores at the 
end of the war. 

As against these obligations, the Government of India had 
considerable capital assets. These may be taken into account 
to find out what portion of the total debt was ‘reproductive! 
and what portion a ‘deadweight! debt. The following accounts 
show the value of productive assets at the end of 1945-46. (5) 

Capital advanced to railways 795 crores 
Capital advanced to other 


commercial (e.g. P.& T.) 
departments A3 " 


Total 838 crores 
Thus, out of the total public debt, 838 crores (about 37%) 
wags covered by the possession of public assets and the holders of 
go much of the debt were like debenture holders of a commercial 
concern. In the explanatory memoranda on the annual budgets, 
Government made particular reference to the large capital out- 
lays on defence and on central property, in addition to the 


caves areca ett renee reer rarer eae 


(4) Including the suspended war contribution and the unfunded 
debt, and excluding ‘railway annuities’, which were no 
longer India's liability. 


(5) Explanatory memoranda to Central Budget 1947-48, P.36. 
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above investments, to show the volume of assets behind its loan 
liabilities. This was presumably done to create confidence 
among investors in government securities and to present a lighter 
burden of the debt, But this was scarcely worth while, The 
existing assets vere of no relevance in determining the amount to 
be borrowed for var purposes and it ହଖୟୋଷ be risking a falee 
sense of complacency if the total debt burden were considered 

to be light in view of the productive assets. 

The practice of showing productive ascets separately and 
allocating the interest charges to the separate departments of 
the government igs certainly necessary for accounting purposes 
and the managements of the departments concerned; but that does 
not make any difference to the extent of the burden, Loans 
Aineurred for productive cepital expenditure improve the real 
income of the community; but once the debt has been incurred, 
its subsequent impact will be there with regard to the distri- 
bution of income and incentive to production. We shall there- 
fore take the entire debt of 2245 crores into account to assess 
the extent of the ba. 

It has been usual to compare the per capita amount of 
debt at the beginning and the end of eo to estimate the 

7 


extent of the increase in the burden. Thie serves scarcely 


(6) The provincial debt of 67 crores was also a part of the 
total public debt, But it may be left out of account in order 
to make international comparison easy. This will not make any 
appreciable difference to the total public debt of India, because 
the amount involved was very small. 

(7) The Statistical Abstract of British India used to show the 
per capita public debt in India. 
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any useful purpose, During the war years, there was a large 
increase in the public debt and Af, allowing for the increase or 
decrease in population during the period, this results in a 
somewhat lower or greater increase in the per capita debt, this, ' 
by itself, is of no consequence. In presenting a comparative 
picture with other countries, the ner capita amount is exceeding= 
ly misleading, On account of the large population of India, her 
burden might appear very light, but the mere number of persons 
inhabiting a country is no criterion of estimating its debt 
potential. A comnarison of the percentages of increase in the 
debts of different countries during the war will also be 
misleading, because a country with a small. pnublic debt before 

the war will show a large incrense, although the aggregate debt 
at the end of the period may not be onerous. 

What is really relevant for ascertaining the relative size 
of the public debt is the national income, A comparative 
picture can be drawn if the debts of different countries are 
viewed against their respective national incomes. The lack of 
any statistical computations regarding India's national income 
for the war years precludes any definite estimate of the come 
parative size of her debt, It is, however, possible to 
indicate roughly the relative position. The public debt 
accumulated at the end of the war was about three times the 
national income in the case of the United Kingdom, more than 
double in Canada and one and a half times in U.S.A. and 


Australia, (0) The size of the debt was thus substantial in 


EE err 
(8) See Table 97 at the end of the section. 
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relation to the national incomes in these countries. What was 
the relative position in India? The total public debt of India 
at the end of 1938=309 was edual to about two=thirds of the 

(9) 


national income in that year. Tne debt increased from 

1206 crores at the end of 1938-39 to 2245 crores in March 1946. 
While the volume of the debt thus went up by about 85 per cent, 
the national income in real terms, as hae been pointed out 
earlier, increased by some 15 per cent, But inflation wiped 
out a large portion of the value of the pre-war debt, and loans 
during the war were incurred when the level of pnrices was very 
high. OConsidering the fact that the price level in 1045=A6 
was two and a half times that of 1938=39, the debt of 2245 
crores at the end of 1045=46 was much smaller in relation to the 
national income of that year than the debt of 1206 crores in 
March 1039, in relation to the national income of 1938-39, 

It is reasonable to conclude that the aggregate debt at the end 
of March, 1946, was equivalent to less than half the national 
income of the last year of the war period, India was thus 
relatively in a much better position in reepect of the size of 
her debt liabilities than many of the leading countries. 

It is, however, not so much the ize of the debt that 
matters. The interest payments are the index of the burden 
involved as affecting income distribution and productive ine 
centive. A larger volume of debt may be less burdensome ‘1f the 


4Anterest charges are small. In 1945-46, interest paymente 


PO OD Ee Dr ea OIG AGO 0 PS A UN Or eli NO CG Ar Ars eg he OPO Ne GM GA rao GP” TING r ies ni 

(9) The total public debt at the end of 1038-39 was 1206 crores, 
The: national income in 1939-39 was 1800 crores (see Chapter 
Vv). 
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absorbed 2,6 per cent of the national income in U.S«Ae, 3.9 in 
Australia, 4.4 in Canada and 6.6 in the United Kingdom, (20) 

In 1938=39, interest charges on the public debt of India amounted 
to £26 crores, which was equivalent to 2.5 per cent of the 
national income. In 19/45=46, the charges went up to 61 crores, 
which vas an increase of only 33 per Cent ove the pre-war 


(15) 


figure, In view of the considerations nointed out in the 


preceding paragraph, it is obvious that thé interest payments 

in the last year of the war period did not exceed 1,5 per cent 
of the national income in that year. The burden of the public 
debt in India at the end of the war was therefore very much less 
than in the leading countries considered above. 

It may be argued that absolute national income is not the 
proper criterion for making a correct estimate, since taxable 
capacities of different countries cannot be taken to be 
proportionate to their national incomes. Service of the debt 
and its repayment in actual practice are conditioned by the 
revenue it is feasible for the government to raise in the country. 
In India, where the taxable capacity is low, on account of the 
small margin of income available over the minimum of consumption, 
even this relatively smaller volume of debt may prove to be 
onerous. But it is clear that, since interest charges absorbed 
a lower proportion of the national income in 1945-46 than in 
1938-39, there was dietinoct improvement in the position at the 
end of the war. There is no apprehension that expansion of 


beneficent activities of the Government would suffer, since the 


ee table at the end of the section. ee 
(11) Interest charges aid not increase in the same proportion 
Contd... +c» 
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debt burden vas reduced and revenue resources were greatly 
expanded during the war. 

Thus India emerged out of the war with a position of 
comparative advantage. The size of her debt was not such as 
to be embarrassing for embarking upon further loan programmes 
in the post-war years in order to finance expenditure on social 
and economic development. The discharge of her external 
obligations rendered her position immensely better and the inter= 
nal debt wag well within manageable proportions. Had the size 
of the debt been excessive in relation to the resources, 
additional loans for post-war development would have created 
a difficult situation. But actually there was an improvement 
in the position and the government can carry forward its 
borrowing programme, without being much embarrassed by the debt 


outstanding at the end of the war. 


enirerterinaneeinasranrsae ennai rae eretetenar etree eating ttrt ae ea OTe OOO moet eet madi cea 


(11) (-Contd.) 
ae the volume of the debt. The reasons are explained in the next 


chapter. 
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CHAPTER XIV 
PUBLIC DEBT 
PROBLEMS AND POLICY 


Source and Distribution of Loans 


In securing loan=finance to meet its war-time deficit 
expenditure, Government should shape its policy with two 
important considerations in view as to the sources from which 
loans are to be obtained. In the first place, the loan policy 
should be 50 adjusted as to stimulate increased voluntary savings! 
and minimise inflation of money incomes through credit expansion 
to ‘force! the requisite saving. In the second place, the 
loans should be ag widely distributed as practicable, in order 
to minimise undesirable distribution of income arising out of 
interest payments. 

Borrowing from the Central Bank leads to a large expansion 
in the volume of the means of payment. When the deposits 
created by the Bank in favour of the Government are disbursed, 
their ovmershin ultimately passes into the hands of commercial 
banks. Their expanded credit base provides the basis for 
increase in their credit creation. Loans raised from 
commercial banks also increase the volume of means of payment, 
though to a lesser extent, (2 As long as these banks keep 
in step so as to protect their individual clearing, they are in 


a position to expand credit. If, therefore, large monetary 
rears carers entation tae etter ttn tee etree eect 
(1) While borrowing from the Central Bank increases dig. 


proportionately the bank deposits held by the public, 


mmercial banks increase Buch deposits propor- 
joane from Panne Surbin: How to pay for the War, P.g8)” 
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expansion is to be avoided, recourse to the central bank and 
commercial banks for loans should be strictly limited. 

The possibility of credit expansion is kept under con- 
trol if private borrowing is severely restricted. But specu- 
lation was very great in India during the war and control of 
speculation in respect of certain commodities was applied only 
after July 1943.(2) Control ever capital issues was not 
instituted till as late as May, 1943. 

When the money income of the people is rapidly 
increasing on account of large governmental expenditure, it 
is obviously necessary that the proportion of the income de- 
voted to savings should be gubstantially increased. Borrowing 
from banks does not stimulate voluntary savings. When loans 
are secured from persons who usually spend their entire income 
or the major part of it on consumption, they bring about a 
voluntary economy in private consumpti one Attempts should 
accordingly be made to induce and even to exercise pressure on 
workers and people of the lower middle classes to subscribe to 
government loans. Such an approach to small savers should he 
an important part of the government's borrowing programme . 

This policy suitable for stimulating savings is also 
in conformity with the realisation of better income digstribu—- 
(2) On 177.43, the Government of India took powers under Del. 

Rules to prohibit or restrict, either generally or in 
respect of any specified class of persons or any specified 


class of transactions, the making of advances of money on 
the security of such commodities as may be epecified in 


the order." 
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tion arising out of the ownership of government securities. 
Concentration of these securities in the hands of the richer 
classes should, as far as practicable, be minimised. Banks 
in India are owned by members of the business community and 
people of upper income groups. If long-term loans are secured 
from banks, interest payments will mean a transfer of income 
from the poor to the affluent gections of the community. 
Mobilisation of small savings from the less well-to-do classes 
for government securities is therefore the proper policy for 
reducing the undesirable distributional consequences. 

Let us now see how far the borrowing policy adopted in 
India during the war was directed to achieving the objectives 
set out above. The following table shows to what extent ‘the 


Government had recourse to the Reserve Bank for its loansSe 


Table 98. 
Loans from the Reserve Bank. 
(Rs. crores) 


Year Vays and Means Rup.e securities held 
advances in the Issue Dept. 
1938-39 33 32 
1939-40 23 38 
1940-41 52 88 
19h 1-42 97 136 
1942-143 162 174 
1943-44 31 58 
194L=45 58 
1945-46 a 58 


anemia eagerness RE aaa eDreams 
(source: Reports on Currency and Finance: Reserve 
Bank of Tnaiey 


In 1940-41, there was a heavy demand for the with- 
drawal of savings bank deposits and the Government had to 
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obtain immediate ways and meens advances to meet this demand e 
During the three years 1940=41 to 1942-43, large blocks of 
sterling loans were repatriated and it was not found practic- 
able to raise the necessary finance from loans raised in the 
market, Accordingly ways and means advances had to be se- 
cured, and rupee counterparts and ad hoc securities issued to 
the Reserve Bank to finance the repatriation opeérations.e But, 
even so, such loans were very small in amount. They were 
soon reduced and during the last two years of the war period, 
the Government did not approach the Bank for ways and means 
advances, and rupee securities in the Bank were allowed to 
stand at a low level. It is thus clear that the Government 
carefully avoided seeking accommodation in the Reserve Bank 
for its loans. 2 
It is not possible to ascertain definitely to what 

extent the commercial banks subscribed to the different loans 
issued during the war, because their advances and investments 
are shown in the returns in the aggregate and not by types of 
securities. The Government was anxious to obtain loans to a 
large extent from the public. At the very beginning when ‘the 
defence borrowing programme was launched in 1940, it was laid 
down in respect of the six-year bonds that no one would be 
(3) The finance member laid emphasis on the fact that “the 

easy expedient of borrowing from t he Reserve Bank has not 

peen adopted for making up the revenue deficits of the 


governmental budgets or for augmenting governmental balances 
for the purpose of meeting disbursements." 


Budget Speech 1943-44, Para.§3. 
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permitted to hold such securities to more than Rs. 15,000 in. 
nominal value . 2? This was done with a view to more widely 
spreading the loans among investors. Two short-term loans 
were issued in 1944-115 and 1945-46 to meet specifically the 
demand of commercial banks; but while all the other loans were 
kept open all the time for receiving subscriptions, in these 
two particular cases, the amounts were definitely prescribed , 
and as eoon as these were secured, the offers were alosads 2 
The banks, no doubt, did gubecribe to the other loans issued 
during the war, but the above instances show that the borrowing 
policy was directed towards securing loans as far as practic- 
able from the public and from institutional investors like 
insurance companies, charitable bodies of the nature of trusts 
and the like. The objective was to minimise borrowing from 
banks . 

The important point for consideration about the source 
of loans is how far small savings in the country were mobilised 
by the borrowing policy of the Government and to what extent 
the policy achieved this purposee The following table shows 
the amounts secured under the different schemes for gmall 


savings adopted during. the war period. 


(4) Report on Currency and Finance: ReBe of India. 1940-41. 


Pe29. 
(5) The two issues meant for banks: - 1944~L5 1945-46 
23% Loan 1948-52 * eo 50 crores 25 crores 
2x45 Loan 1950. ¢ 0 o -— 35 crores. 
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667 
The usual chamnels before the war for securing small 

savings for the use of government were the post office savings 
bank deposits and the five-year cash certificates. During the 
first three years of the war, there were heavy withdrawals of 
savings bank deposits and encaehment of cash certificates, 

owing to the nervousness created by the war developments. In 
1940-41, the situation was particularly serious, but the govern- 
ment met the demands with promptitude, whereby confidence was 
gredually restored. To encourage people of limited means to 
save and invest so as to assist the war effort, a new scheme of 
post office defence savings bank account was introduced in 1941. 
under vwhich deposits were repayable not on demand but a year 
after the war and the rate of interest was 23% free of income 
tax. But the deposits under this account were exceedingly 
smalle To attract larger amounts under the usual savings 
bank deposits, the rate of interest which used to be 14}, was 
raised to 25% in 1943-44, provided the balance of deposits did 
not fall below 200 rupees at any time during the year, and in 
the following year, the maximum limit of deposits during any 
year was raised from 1500 to 5000 rupees. There was an 
improvement in the position after the nervous withdrawals 
wuring the first phase of the war, but in spite of these addi- 
tional facilities offered, the deposits did not reach even the 
pre-war figure by the end of the year 194-45. 

From the very beginning of the launching of the defence 


borrowing programme in June 1940, it included the issue of 
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ten-year defence savings certificates which carried compound 
interest at 32/8 per cent a year. These certificates were 
calculated to be more inviting than the five-year cash certifie 
cates which earned a compound rate of 2 per cent. Attempts 
were made to collect large amounts under these new certificates 
by permitting local bodies, universities and governing bodies of 
educational institutions to purchase them on behalf of their 
employees out of their provident fund econ ee But the 
response was very disappointing. At the end of 1942-43, the 
five-year and the ten-year certificates together accounted for 
only AO crores of rupees. 

In October 1943, the campaign for small savings was 
intensified by the Government of India with the assistance of 
provincial governments, The ten-year certificates were replaced 
by the twelve-year national savings certificates with slightly 
more liberal terms. The rate of compound interest on such 
certificates was nearly 34 per cent per annum, and this was free 
of income tax as in the case of certificates previously issued, 
A national savings commissioner was appointed in 1943 to direct 
and control the gemall savings movement, and a scheme was intro= 
duced for employing authorised agents to sell such certificates 
(7) 


in villages on a commission basis. A special staff wae 
employed by the government of India to assist the provincial 
authorities in promoting the éampaign. Various devices were 
employed to make the movement a Success. The certificates were 
mnemnermerirsaasasranee rari enaeeetent00 Pe OP pO Oe etme 
(6) Report on Currency and Finance: Reserve Bank of India 
1940=A1, Pel. 
(7) Ipia: 1943-A4A. P.5A 
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l8sued in various denominations ranging from Rs.5 to Rs.5,000 

to suit the different investors. In 1944-45, the maximum 
permissible holding wag raised from 5,000 to 10,000 rupees and 
holders were permitted to tender the certificates in payment of 
government dues. Varieties of attractions were thus offered to 
secure as ESP puna as practicable from the small savers. 

These attempts were on desirable lines to stimulate increased 
cavings and secure a wide EE of government debt 
liabilities. But the response wae very poor. Ti11 the end of 
1943-44, the amount obtained under the different schemes was much 
less than it had been in the pre-war years, In 1944-45, the 
figure of 1938-39 was only slightly exceeded, and it was in the 
last year of the war period that there was a noticeable improve-~ 
ment. But, even so, while the amount obtained by ‘loans' and 
treasury bills increased by 1091 crores from 1938-30 to 1945-46, 
the contribution raised from small savings increased from 141 to 
221 crores, i.e. by only 80 crores. In spite of the skill 
employed to promote small savings and divert them to government 
treasury, the objective was not realised, 

There were enormous difficulties to be encountered, The 
small savers were not usually accustomed to invest their funds 
with the government. The people in the rural areas did not 
consider such investment worth-while., War-time was inopportune 
for educating them to invest in savings bank deposits or 
certificates. The uncertainties of war and the tenge political 
atmosphere were particularly repelling factors. The educated 


classes of the small income groups and industrial workers, who 
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cept their money in post officee before the war, aid so largely 

as a convenient method of keeping their savings and not for the 
purpose of earning interest, The slight raising of the rate of 
intereet on deposits and certificates did not have any effect in 
attracting larger amounts, Moreover, although increased volunt- 
ary savings were eesential for keeping down inflationary pressure, 
it was inflation itself which reguced the ravings of persons in 
lower income groups, because their incomes fell far behind the 
rise in nrices. Under theee circumstancee, the attempts to 
eecure small savings could not have any apnreciable result. 

The problem of small savings was not over with the terminatior 
of hostilities, The inflationary rise in prices wae even more 
acute after the var, As long as this situation persists, there 
is obvious necessity for reducing the amount of income devoted 
to coneumption. When the major section of the neople belongs to 
low income groups, a emall savings campaign has to be carried much 
further. Then there ie the problem of large-scale financing of 
planned development. Execution of the plan must involve an 
immediate sacrifice in consumption, Thies necessarily implies 
acceptance of austerity by the masges. If loans for development: 
expenditure are to be obtained. exclusively from the richer classes. 
there will arise undesirable mal~-distribution of income, The 
necessity for fostering small savings and securing their diversion 
to government use remains therefore as important as 1t was during 
the war. Lending for war purposes did not enthuse the masses. 


The nolitical obstacles have now been removed and the war 
uncertainties no longer exist. An intensive educative campaign 
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to save and lend to government, to fight inflation and provide 
resources for development expenditure, might secure appreciable 
response, It may not even be improper to bring pressure to 
bear on those who are earning increased amounts to invest a 
proportion of their incomes with the government. In the poste 
war years, there igs no occasion for slackening the small savings 
campaign, which should, in fact, be intensified to secure the 


desired objective, 
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Short - and Long-term Loans. 


Public debts are classified into funded and unfunded 
(or floating) debts, according to their terms of maturity. 
Debts repayable within a year come under the category of 
floating debts, while those with regard to which Government is 
under no obligation to repay the capital or has to do go only 
after a certain number of years, are classed as funded debts. 
This distinction is quite arbitrary. Debts technically 
repayable within a few months may be allowed to run for fairly 
long periods by frequent renewals, and terminable funded debts, 
with the approach of the time of repayment, necessarily become 
short-term obligations . There is thus no clear-cut line of 
demarcation between the two types. But the distinction igs 
not only useful for administrative purposes, but also of 
great importance in deciding what maturity terms should be 
of fered at the time of contracting loans, to derive the max- 
imum advantage in respect of the interest charges. 

In Indian official terminology, funded debts are 
described as ‘loans’ and treasury billg and ways and means 
advances as ‘floating debts'. The ‘unfunded debt‘ consists 
of post office savings bank deposits, cash certificates and 
the like. These debts are like demand deposits in a bank. 
Government keeps itself prepared to receive deposits at any 
time and meet withdrawals as and when demanded. The operations 
connected with the unfunded debt are of a different character 
from those in respect of other loan liabilities. Accordingly 
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it is shown separately from the public debt proper which 
consists of the loans and the floating debts. 

Floating debt ig usually incurred for two purposes. 
It is a highly convenient device to meet temporary disequili- 
brium between expenditure and revenue during the course of a 
fiscal year. The debt is cancelled soon after out of revenue 
receipts. At times also when a long-term borrowing programme 
is launched, it may be ne ce ssary to raise a floating debt for 
irmmediate requirements, but such debt is soon paid off from 
the long-term loan. These are the fitting occasions for 
floating debts. Some authorities consider that such debts 
should be restricted to these two purposes and in no case 
should there be a net addition to the permanent debt as a 
result of temporary borrowing.( 1) This rigidity is unnecesgs- 
ary. There is no reason why the advantages connected with 
floating debts should not be utilised in financing a part of 
abnormal expenditures, if it is precticable to continue a 
certain volume of such debts by constant renewals. During 
the first Great War, in Great Britain, for instance, there 
was a steady expansion of floating debt. “The outstanding 
success of British Var finance from a practical standpoint was 
the remarkable success of treagury bills."(2) It was found 
advantageous to retain a part of the deadweight debt during 
that war in the shape of short-term obligations over a fairly 


long period. 


“Le Iutz¥ public Finance. P.738. 
ଓଃ a: British War Finance, 1914-18. Quoted in E eLe 


Hargreaves! The National Debt. P.231. 
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An examination of the pattern of borrowing in some of 
the leading countries during the second war shows the remark- 
able reliance placed on short-term borrowing. Treasury bills 
were increasingly utilised to secure the loan finance for the 
large war expenditure. The following table clearly illustrates 
the adoption of this policy in UeSeAe; UeK. and Canada. 


Table 100. 


Treasury Bflls Outstanding. 
(in millions) 


At the end of the UeSeAe UeKe Canada . 

financial year. (&) (£) (Ce3) 
1938-39 1,308 892 155 
19Lh=45 17 ,O0l2 3,681 1,378 
1945-146 17,039 ligh2ls 1,190 


(sources: Federal Reserve Bulletins, The Canada Year 
Buoks, Cmd. 6092, 6924 and 7229). 


Short-term loans were utilised to secure, in effect, 
long-term finance for war expenditure. When an enormous 
volume of deadweight debt had to be incurred, it was imperative 
to minimise the interest burdens. Short-term borrowing was 
exceedingly cheap. VWhile the rate of interest on long-term 
debts was between 2% to 3%, treasury bills could be issued at 
about 1 per cent. or considerably less in certain cases. With 
the unsatisfied appetite of the money market for such se€cur- 
ities, it was found €éasy and convenient to have recourse to a 
considerable volume of treagury bill finance. 

In addition to treasury bills, further devices were 
employed in order to lend greater flexibility to the short- 
term borrowing programme. In July, 1941, the British Govern- 
ment introduced the practice, adopted during the first war, of 
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borrowing the ‘spare balances! of commercial banks, giving 
them in return treasury deposit receipts, redeemable at the 
end of six months. These receipts provided the banks with 
convenient securities, because they could be exchanged at any 
time for long-term securities and might even be cashed, though 
at penalty rates, in times of emergency. Besides, the rates 
on these deposits were more attractive, being slightly higher 
than those on treasury bills.( 7? Canada adopted this device 
in 1942 with even slightly lower rates (3%), because of the 
lower rates on bills obtaining in her market. In the same 
year, the U.S. Government issued certificates of indebtedness 
with one year's maturity, which proved exceedingly popular 
with banks and other corporations. In addition, both UeSeA. 
and Canada continued their pre-war prectice of issuing treagury 
notes of one to five years‘ maturity. On account of these 
different devices, loans which were repayable within a year 
were actually greater than what have been shown under the 
treasury bills along. The following table shows the propor- 
tion of the debts ‘callable within a year’ to the total loans 


outstandinge (1) 


Table 101 ° 
Country. 1939 1944 
UeSeAe 12.9 36 . 3 
UeKe We5 35 e323 
_ଠଥଆଛ 15.8 22.9 


(3) While the treasury bill rate wag 1 per cent. about 1}% 
was paid on the deposit receipts. 

(4) Taken from HeLe Seligman's ‘Pattern of war-time borrowing 
4n UeSeAes UcKe end Canada’. Federal Reserve Bulletin. 


Nov. 1914. 
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To take advantage of the very low rates of interest 
and the response of the money market, the borrowing policy was 
thus increasingly switched over to short-term loanse It was 
a matter of practical necessity; the circumstances favoured 
such a line of action and the borrowing policy was pursued to 
suit the conditions. “The old idea that short-term debt was 
dangerous because difficulties might arige when it fell due 
for renewal went completely by ‘he board.e It was superseded 
by the new idea that the one thing that mattered was to keep 
down the annual interest charge on the debt." (5) 

This was a significant feature of war-time borrowing. 
So large a dependence on short-term borrowing was considered 
by some as rash unorthodoXy . They apprehended that with the 
increased freedom of the capital market in the post-war years, 
it might not be possible to secure the necessary response for 
renswals of a large volume of floating debt. Banks might not 
be willing to continue a substantial portion of their assets 
permanently invested in short-term securities with exceedingly 
low rates of interest. Constant renewals of treagury bills 
would of course be a frequent source of uncertainty to the 
treasury; but there are certain favourable factors to be taken 
into account . Bank deposits now-a-deys represent much more 
the current cash of the public than their savings and as such 
the banks are desirous of investing a considerable part of 


their assets in short-term securitieg.e Even if the banks do 


PO RED = en bpd GG RG ONEONTA: SN RODIN IDOE GN OG AO RO OO CGA NIOG Oe 
O.R. Hobson: Cost of the war and how the money was raised. 
52 (Lectures on British Finance, 1946: Pel 
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not favour leaving large amounts on treasury bills alone and 
there is an inclination to divert a part of the investment to 
somewhat long~term securities, this is not likely to present 
any considerable difficulty. Moreover, the rates of interest 
are now being controlled by conscious manipulation. The 
evidences before the Colwyn Committee with. regard to the desir- 
ability or otherwise of leaving a large volume of floating debt 
outstanding were rather conflicting, and the Committee consid- 
ered it desirable to effect a steady and gradual reduction 
chiefly on the ground that in future emergencies it might other- 
wise be difficult to secure further short-term loans. (©) But 
now in the changed position of the banks it is reasonable and 
practicable to maintain a substantial volume of floating debt. 
One would agree with Lord Keynes that “the criterion of the 
amourit of debt to be held in a short-dated form should be pro- 
vided by the appetite of the investment market for that type of 
security and that it would be sound policy to maintain tne 
ghort-dated debt permanently at a high figure, if that high 
figure could be kept afloat at a rate of interest lower (on the 
average) than the rate on long-term debt."(?) 

Let us now consider the general pattern of borrowing by 
the Government of India during the war. The sterling loans and 
the unfunded debts are not relevant to this enquiry. No ster 
ling loans were incurred during the war and the unfunded debt 


( Cmd 2800) Parase 101-102 ° 
(7) Ibid. Para. 98. 
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constituted a special category with regard to maturity. The 
following table shows the maturity distribution of rupee debts 


during the ware. 


C, Takk 102 
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(-eTPpUTI Jo yueg eAlsSoy :souBUT, puB Aouedan) UO sjdOdey :eodnof§) 
*seIn7 TJ AreutuiTedd (8) 


ct ଡ 9*9୮ ଅଟ G°TT zz ari #99 2° t9E oh6t (e) 
G°G 29 6°GT ଠ୦Gz 0°81 ଅଡି 2ଂ Gz ୨6 ¢ t°gT tg Gh6T 

ଅଂୱ Itt 9°୯୮ ୫୮ 1 *9 G୫ ଡିଂ kG ETE tc th6T 
6°T2 G9 c°htT EZ 9°*Z zs g°ET 6 ¢* 02 gfe ch6T 
9୨°hT ZET Gt Ztt ° 69 9°22 297 H° ZT t19T C6T 

ଠ*ଡ଼ 69 o0°TT G6 G* ZT OST e°Tiz ¢9T ¢ ZT 6ft thet 

G° LZ GG ଡଂ9 é 9° GT HTT zz ZANT z°6ET ott oN6T 

G* 9 gi 6°6 il 9°ZT GET 0°91 HTT I°9Tt 91 6£6T 
8305 [୫304 1 8304 T8307 T8304 


ରି ଞତ Ce Be; a ର: on ଡି a ନିଓ Co? 
SITTq Xanseely SdBefA. OT SdBeA OT JSAG pejepun uodeH JO 
pur G vagy of puo uj 47 


5X8 Zepun 


eqqeod ssdny 
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The increase in the undated paper was due to the crea- 
tion of rupee counterparts for the simillar sterling loans re- 
patriated. It was not the policy of the government to gs8ve 
such paper for its war-finance. From the very beginning of the 
war, the government was determined to limit the rate of interest 
to 3 per cent. During the first phage of the war, the loans 
raised did not exceed tcn years in respect of their terms of 
maturity, evidently because it vas not then considered feasible 
to make longer-term borroring at 3 per cent. In the later 
years, conditions became propitious for a reduction in both short 
and long term rates. Government thereupon resorted to fairly 
long-term borrowing at the desired level of 3 per cent. Thus 
the maturity distribution of the loans was determined by the 
response expected from the market at the time of raipsing the 
loans to the 3 target. 

The position with regard to treasury bill finance in 
India was in great contrast with those in UeSeAe, UeKe and 
Canada. During the years 1941-42 and 1942=43, resort to 
treasury bills was incrcased for facilitating the repatriation 
of sterling debts.(©) But these bills were subsequently can- 
celled against payment from cash balances and funds reilgsed by 
long term loans in the market. At the end of March, 1946, the 
amount of treagury bills outstanding was 83 crores which formed 
only lte3. per cent of the total rupee debt as against 46 crores 
at the end of 1938-39, forming 6.5 per cent. of the total rupee 


(8) see Chapter XIII under section, Repatriation of the 
sterling debt. 
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obligations. The Government of India was satisfied in securing 


the 3 per cent. objective and tried to cling to the orthodox view 


of restricting treasury bills to day to day ways and means re- 


quirements. 2?) 


The Government of india did not take advantage of the 


short-term rates. There might have been justification for this 


policy if the difference between the short and the long-term 


rates in India was not as signiffcant as in the leading countries . 


The following table shows the comparative rates on treagury bills 


in UeSefies UeKe and Canada on the one hand and in India on the 


othe re 
Table 103. 
Treasury Bill Rates. 
{per cent. per amum) 
Average for the year. _ UeSeoAe U eK © 
1939 eee 1.19 
1940 ° oo 1.03 
1941 0.10 1.01 
1942 0.353 1.00 
1943 0.37 1.00 
3944 0.38 1.00 
194 


Canada 


O71 
0.70 
0.58 
Oe5l 
Ol8 
0.39 


` India 


2.01 
le21 
O74 
0.86 
0.96 
0.57 
Os 


(Sources: Federal Reserve Bulletin. Report on Currency and 


Pinance, ReBe Of India.) 


During the early years, the rates in India were com- 


paratively unfavourable . But as the war proceeded, the position 


improved very fast. From 1941, the Indian rates were definitely 


lower than those in the UeKe, and in 1945, the rate in India be- 


came almost equal to the rates in U.S.A. and Canada. 


The short-— 


reese pr hareniieaiet ren eed iets pene eProp Ciro tie pe hte rete 
(9) In February 1945, the finance member asserted that the 
reduction in the floating debt was an improvement, since 
the government! s ways and means position from the strictly 
budgetary point of view must be regarded as comfortable . 


Budget speech, 1945-46 . Parae 29. 
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term rates were thus definitely favourable in India. Pesideg, 
the market was all the time highly responsive to treasury bill? 
and government could have realised immense advantage by making 
considerable use of floating loans. In spite of the favour- 
able rates and the unsatisfied appetite of the market, govern- 
ment considered it sound to adhere to the orthodox policy. 
It was perhaps considered to be unwise, in view of the compara- 
tively undeveloped condition of the Indian money market, to 
pile up a large floating debt and face the uncertainty of their 
renewal or replacement by long-term paper in the post-war years. 
There igs no reason why the orthodox policy followed dur- 
ing the war should be continued to secure loan-finance for 
post-war development. The war-time experiences in leading 
countries demonstrated that a considerable volume of long-term 
debt can be easily maintained in the shape of short-term 
obligations, and the conditions in the Indian money market 
showed that a similar course of action is feasible in India. 
Floating debt may, to an appreciable extent, play its role in 
the financing of developmental programmes . This will keep 


down the total interest charges. It is mainly long-term 


DOC 1 DO OOOO OOOO COO OO OOOO OOOO OOOO OOOO OOOO OOO OOOO OOOO een 
(10) Treasury bills in India (Rs. crores) 


Year. Amount Offered Amount tendered. 
1939-140 72 117 
1940-41 84 162 
1941-42 81 140 
1942-43 317 527 
1943-4 384 629 
194-45 25 2 551 
1945-46 160 205 


(Report on Currency and Finance, ReB. of India, 1946-7) 
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finance that is needed for the execution of the schemes of 
development, but a part of it may be kept over standing in 

the shape of floating debt, to considerable advantage. The 
Success of any such policy, however, depends on exceedingly 
favourable short-term rates of interest and the responsiveness 
of the money market. If the war-time technique of easy money 
conditions are continued, there is definite scope for consider- 
able utilisation of short-term’ borrowing to secure the 


development finance. 
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Cheap Borrowing. 


A highly significant feature of war finance in the 
Second great war was the low rates of interest at which loans 
were secured, The importance of cheap borrowing to the 
government finances and the economy of India, and its 
implications for the post-war years, will be examined in 
this section. 

Cheap money was deliberately adopted as a fiscal 
nolicy in some of the leading countries during the depression 
of the thirties. With precipitous falle in prices, 
servicing of large national debts presented a serious problem. 
There was imperative need for a sharp reduction in the rate 
of interest. The Treasury and the monetary authorities 
thereupon pursued a policy of keeping down the rates, This 
made 4t possible to effect a large=scale conversion of the 
outstanding debts and thereby reduce the interest burden, 

It was at the same time necessary to embark upon public worke 
programmes to provide employment, and low interest rates 

were essential for the purpose, Further, not long after, 
came the programme of rearmanent, which necessitated new 
borrowing. For all these reasons it wage necessary to 
maintain easy money conditions in the market. 

The rate of interest is am important determining 


factor affecting investment and employment in a capitalistic 
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economy, In so far as the level of investment depends 

on the marginal efficiency of capital in relation to the rate 
of interest, a lowering of the rate stimulates investment 
and leads to economic prosperity. The rate of interest is 
a reward for foregoing the liquidity which savers may 
otherwise prefer on various grounds, It is essentially a 
monetary phenomenon which can be, adjusted by the action of 
monetary authorities. The marginal efficiency of capital 

is not the determinant of interest; but the rate of interest 
determines the marginal efficiency of capitel. When, 
therefore, a low rate is essential for maintaining investment 
at a high level to secure full employment, the State should 
pursue a policy of making available the requisite amounts 

of money with a view to satisfying the savers' liquidity 
preference, so ‘that the rate of interest may be settled at 
any desired level. Thies Keynesian doctrine secured the 
adherence of an increasing number of economists and policy=~ 
makers, and it was realised that a cheap money policy was 
not only desirable but also feasible, 

In the Uniteé&é Kingdom a cheap money policy was 
inaugurated in 1930. Abandonment of the gold standard in 
1931 brought about the necessary freedom in monetary manage 
ment. A general reduction in interest rates was effected 
with the close co-operation of the Treasury, the Bank of 


England and the City. In the U.S.A. a cheap money policy 
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was inaugurated by President Hoover and carried further by 
President Roosevelt under the New Deal. Monetary management 
was directed to achieving the purpose of economic revival, 
During the war, continuing the earlier trend, the 
policy of cheap money was carried further with determined 
vigour. Elaborate techniques of onetary management and 
control of capital iesues and of foreign exchange were 
employed, On the one hand, there was a large expansion in 
income and bank deposits in consequence of the increased 
government expenditure; on the other, opportunities for 
utilising the expanded income’ on consumption or investment 
were severely curtailed by economic controls. Alternative 
outlets being blocked, the chief investment opportunity 
available for the large volume of funds in the market was 
government securities. The governments exploited to the 
full the potentialities of this closed system and interest 
rates were progressively brought down. Unlike what had 
happened during the first great war, it became possible to 
borrow on more and more advantageous terms as the war went 
on. Most of the long=term debts in U.K, were raised at 
3 per cent. and in U.S.A. at 2 to 2} per cent. In a 
capitalistic economy the rate of interest and commodity prices 
tend to rise or fall together; but during the war, on account 
of the skill employed by the Treasury and the monetary 


authorities, interest rates were made to come down although 
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prices were progressing upwards. In contrast with the 
first war, the second became in consequence a three per cent. 
war, 

In India also cheap money rates came into operation 
in the days of the great depression. The break with 
gold in September, 1931, was the starting point in this 
development. From that time until 1936 there was a 
progressive fall in interest rates, The bank rate was 
reduced from 7 per cent. in September, 1931, (1) to 3 per 
cent, in December, 1935, at which level it continued 
throughout the war period, The fall in the rate of interest 
in the market can be well illustrated from the prices of 
government securities. The price of the 33% (non=terminable) 
paper, which had been €4 rupees in 1931=32, rose to 101 in 
1936-37. (2) The Government, however, followed the orthodox 
policy of balancing its budget during the depression, 
effecting retrenchments and curtailing its activities. 


Capital expenditure was severely cut down, taxes were increased 


(1) In 16931 there was no Central Bank for India. 
fhe bank rate was the rate at which the Imperial Bank made 
advances against government paper, 


2) 2% Government Paper. (Rs. 10C nominal). 
Highest price during the year:i- 
po ନ 
1931-32 3 - 0. 
1932.33 88 = 9, 
1933-34 88 = 12 
1934-3 98 = 12 
19353 ୨9 = 10 


{souroe:" Repét on Currency ani Finance. R.B. 
of India). 
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and deficits eliminated. Balancing of the budget was 
looked upon as the main objective and the economy of the 
country was left to look after itself, The fall in the 
demand for funds on account of the depression and the 
reduction of the capital expenditure of the government brought 
down the rate of interest. The Goverment took advantage 
of the low rates and effected censiderable conversion of 
its outstanding debt. From 1936 to the outbreak of 
hoetilities interest rates took an upward turn due to the 
increased demands for capital in consequence of the revival 
of economic activity. (3) 

With the outbreak of war there ର an immediate 
depression in the prices of government securities. (4) This 
was largely due to uncertainty and nervousness. The money 
rates in the market hardened. But this did not last very 
10ng. The situation rapidly changed and, as the war prow- 
gressed, conditions became progressively propitious for more 
and more favourable rates, so that the government comfortably 
carried out its determination of securing its loan finance 


for the war at 3 per cent, 


pO OP DOO OOOO ODDO OO OO OOO Oa OOOO OOO DAO OOOO eee 


~ 


(3) The price of 33% paper fell to 97 in 1939, 
(4) Price of 33% paper. (teheet i the month): 
B. As. 
August, 1939 97 .= 15 
September, 1939 92 = 1A 
October, 1939 86 = 10 
November, 1939 88 = © 
December, 1939 88 = © 


(Report on Currency and Finance). 
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The most important factor responsible for low rates 
of interest was the large expansion in money eupply, 
particularly in the later years of the war. As has already 
been pointed out, the total money supply at the end of 
March, 1946, rose to more than six times what it had been 
at the end of August, 1939, (5? with such enormous expansion 
in supply easy money conditions -were inevitable, During 
the later stage of the war a large volume of funds was 
available in the market egeeking employment. 

Shortage of consumer goods limited the scope of 
civilian expenditure.(©) Price control and rationing checked 
the frittering away of funds on the limited amount of goods 
availlablee The unavailability of luxury articles made it 
impossible for the richer classes, who were immensely 
favoured by inflation, to spend any considerable amounts on 
them. Thus the investing obese wave left in possession 
of large funds seeking employment, Liquidity preference was 
catered for by large increase in money supply. 

On the 17th of May, 1943, was promulgated the 
Capital Issues Control Order under the Defence of India Rules. 
The Order laid down that "no company, whether incorporated 
4n British India or not, shall, except with the consent of 
the Central Government, (a) make an issue of Capital in 


British India; (b) make in British India any public offer of 
er 


( See Table 79 An Chapter XI. 
(2) See Chapter XIZ. 
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securities for sale; (¢) renew or postpone the date of 
maturity or repayment of any security maturing for payment 
in British India", There were certain relaxations towards 
the end of the war with regard to the conditions under which 
any lssue was permitted, but from the standpoint of supply 
of funds for investment in government court ties, the Order 
continued to be highly effective, 

The large monetary expansion on the’ one hand and 
the limited scope for consumption and the imposition of 
control on capital issues on the other, brought down the 
rate of interest. With the large increase in the floating 
funds in the market the government was able to improve its 
terms on each successive borrowing. The three per cent. 
objective was adhered to and the advantage of easy money 
conditions was realised by issuing progressively longer-term 
loans. (7? The conditions created were so effective as to 
enable the government to obtain its loan=finance at such low 
rates of interest. 

When enormous sums had to be raised for financing 
the war, even a slight change in the interest rate would make 
a considerable difference in the total interest charges, 

A low rate was essential for a large-scale programme of loan 
finance. The following table shows the fall in the average 
rates payable on the debts in U.S.A., U.K. and Canada during 


the war years. 
De ee OT OO 


(7) See the previous section. 
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Table 104. 


Interest Charges 


Millions of National Currencies Computed 
nterest-Bearing Computed Annual average 


Country Year Debt Interest Charges rate of 
interest 
£ ) 
U.S.A. 1939 A5, 336 1,149 2.53 
1940 AT? ,874 1,203 2,51 
1941 54,747 1,335 5 * 49 
1942 (6,517 1,729 2, 
1943 139 ,472 2,759 1.98 
1944 201 ,059 7,868: 1.92 
U.K. 1939 go247 224 3,09 
1940 ,014 237 2.96 
1941 10,449 273 2,61 
1942 13,117 36 2.56 
1943 215,737 391 2. A9 
1944 18,469 451 2.4A 
Canada 1939 4,255 158 3.71 
1940 4,563 164 3.60 
1941 2* 638 173 3.31 
1942 O20 213 3.221 
1943 8,585 243 2.83 
1944 11,363 313 2.75 


(Taken from HeL. Seligman‘s article in the 
Federal Reserve Bulletin. Op. Cit.). 


Tha table clearly shows a progressive fall in the 
average rates of interest on national debts during the war, 
This was due not only to the general trend towards lower 
rates on long-term debt in consequence of the appropriate 
Treasury and Central Bank policies, but also to a considerable 
shift to short-term borrowing, in respeot of which the rates 
were substantially lower. Despite the large absolute increase 


in national debts, the cost of servicing them was kept down 


within menageable limits. 
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This was true in the case of India as well. The 
following table shows the progressive reduction in the 
aVerage interest charges on the public debt of India during 
the war, 

Table 105, 
Interest Charges on the Indian Public Debt. 


Re, Crores Average Rate 
Total Interest Interest of interest 
Bearing Obliga= Charges. (Xx) 
tions 

1938=39 1206 A6 3.81 
193940 120 AA 3.65 
1940=41 124A A4 3.53 
1941.42 1209 40 2° 25 
1942=A3 1389 AO 2.88 
1943-44 1565 43 2.75 
194A4=A5 1890 pO 2.65 
1945=A6 2308 6 2,64 


The average rate in India had been higher in the 
pre=vwar days than in the leading countries; but the reduction 
was even more significant. India was as Getermined as any 
country to keep down the rate of interest, In fact, there 
would have been a further fall in the average rate if she had 
had recourse to as much short-term borrowing as the leading 
counteies. But even so, while the total interest-bearing 
obligations became almost doubled between 1938-39 and 1945=46, 
the interest charges increased by only one=third. It was 
a remarkable achievement that such a large Volume of public 


debt was contracted with so small an increase in the interest 


burden, 
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The policy of cheap money was adopted during the war 
mainly to keep down the cost of government borrowing. Yhat 
should be line of nction in the post war years? There were 
misgivings in certsin quarters about the continuance of cheap 
money. The equity of making only meagre rewards to investors 
vas questioned and so was the desirability of maintaining 
controls under peace-time conditions. But the role of cheap 
money in securing full employment has been recognised and it 
Was considered desirable to make money even cheaper in the 
post-war years. ‘The British White Paper on kKmployment policy 
of May 1944 emphasized the importance of cheap money as an 
aid to securing full employment. “Continued low rates of 
interest," wrote Secretary of the Treasury Morgenthau, of U.S .eAe 
in the Annual Report for 1044, "will be a major contribution 
to economic stability and the maintenance of full employment 
after the war, for low rates of interest stimulate business 
and encourage new terre In almost all advanced 
countries, there was, at the end of the war, a general desire 
to maintain cheap mon€y conditions not only during the 
tronsition period, but also thereafter so that in addition to 
keeping down the interest burden on natjonal debt, the 
necessary stimulus would be provided for investment so as to 
secure full employment . 

About two years after the termination of the war, there 


has been, in some countries, a reconsideration of the cheap 


reamenarneoanaeairreneremaeneeeeeen eerste 
(8) Quoted in H.H.Harris: The national debt end the new 
economics. Pe250. 
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mn full employ rent ag Auch ) Auk 


money policye A country is interested not) in full production 
by an optimum utilisation of the resources, and the two may 
not coincide. The idleness of some human or material resources 
does not necessarily indicate that the national product is 
capable of boing augmented further. All the existing resources 
crnnot be shifted from any place or occupation to another at 
will. The tcochnique of production requires a certain 
complementarity of the factors of production, and it may not 
be procticable tou fit in sll the existing resources into the 
scheme of aggregate production. If production cannot be 
appreciably expanded, a policy of making money progressively 
cheaper may lead to inflation. It was due to the pressing 
need for restraining inflationary pressure that opinion 
regarding cheap money policy has tended to change.e A rise 
in interest rates has accordingly been advocated to give effect 
to a policy of ‘disinflation'. In some countries, the cheap 
money drive hos therefore heen halted. The role of & low 
interest rsteé in stimulating production and employment has 
been recognised, but how far it can be taken is sought to be 
determined with reference to the existing circumstances. 

In Indie, during the days of depression, the government 
did not pursue any active monetary policy of making cheap 
money available with a view to stimulating recovery. The 
foll in the interest rates was then the reflection of 
reduction in industrial demend for investment and curtailment 


+o 
of government capital expenditure. From 193651939, when 
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there was revival in business sctivity, the rate of interest 
hardened. During these ycars, there might have betun consider- 
able expansion, if cheap money facilities had ben provided, 
During the war, government policy was primarily directed to 
reducing the cost of its borrowing. The provision of cheap 
money has not so far been undertaken with the object of 
stimulating production in the g¢ountry. For the fulfilment of 
the objective of securing rapid and large-scale economic 
development in the post-war years, cheap money may have to 
play a role of vital importance. It is necessary to assess the 
implications of the cheap money policy in India -— its 
advantages ani limitations, in relation to the national economy e 
The problems for India are (a) whether such a policy is 
consistent with the post-war economic conditions and (b) 
how .far it is feasible to pursue this policy effectively under 
peace-time conditions. Let us take the second problem first. 
The Governor of the Reserve Bank, in his address to shareholders 
in 1946, ; pointed out the difficulties in the successful 
operation of a cheap money policy in India. “In India, which 
is economicnolly backward, the percentage of savings to total 
national income and the total avallable savings for investment 
are proportionately smaller than in the more mature economies; 


oii ie aii reas ier ere thE EES OE POOP PAN EEE ree 


Report of the twelfth ennual general meeting of share- 
ta holders: Reserve Bank of India. 1946 eP olili. 
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and enforcing a given rate of interest will need, therefore, 

a much greater degree of interference ‘jth the market forces 
end the control and restrictions would be much larger in their 
Scope and intensity then those in the advanced western countrieg 
For want of an efficient administrative machinery in the con 
text of the loosely-knit economy in India, Controls have been 
far from successful during the War... and if controls were 

So under conditions of war, it is to be considered whe ther 

it would be wise to continue, multiply and intensify controls 
in peace-time." No one wss in a better position to appraise 
the situation than the Governor of the Reserve Bank, and the 
diff'lculties pointed out by him would set a limit to the 
maintenance of a cheap money policy. But these need not be 

an excuse for inaction or a ground for desperation. The 
backward character of the economy can be rectified by industrial 
development and if low interest rates are considered to be 
essential for this development, regulations and restrictions 
have to be imposed to make the policy effective. Lack of 
efficient administrative machinery should not be a ground for 
giving up the policy, for the working of the policy itself 
gradually builds up the machinery. The difficultieg pointed 
out by the Governor should be taken due note of so that the 
Government should be cautious in executing its policy. 


The important point for consideration is whether cheap 
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Money can secure economic expansion in India under existing 
conditions. Cheap money stimulates production only if 
TeEsources are readily available. By itself, it camnot work 
miracles. “In view of the aifficulty of obtaining supplies 

of Gapital goods from abroad," pointed out the Governor 

of the Reserve Bank, “the continuance eee money, Un=- 
relieved by increased investment and enhanced production, can 
only aggravate the inflationary potential “in the I 
This is the crux of the problem. If in the post-war Indian 
conditions, it is not feasible to evoke nppreciable expansion 
in aggregate production, it is inadvisable to adopt a cheap 
money policy which would mske prices shoot up and create 
unhealthy speculations in the stock market. This is a limiting 
factor which should be tsken into account. On the other hand, 
it may be argued, dearer money will have a damping effect on 
productive enterprise. A higher rate of interest may curtail 
investment all round, on socially desirable as well as un- 
healthy channels, which is inconsistent with planned development 
to secure maximum welfare. It may therefore be necessary to 
provide cheap money to all sectors of the economy to bring about 
as rapid an improvement in production-as practicable and to 
restrict by other devices (e.ge., regulation of investment, Con= 


trol of Speculstion) the unhealthy tendencies, if and when they 
tend to develcp. 


eters errrennemaareaaae psec tener enereneaeeretenrtnte tener tnrmaneetnairetiiaretmeme ee e 
(10) Ibid. 
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The rates of interest obtaining in different sectors 
of the economy in India were not closely knit together. 
Cheap money during the war was confined to the organised 
money market, and the Government derived its advantages. When 
the war-time restrictions on capital jssuves are relaxed or 
removed, and cheap money conditions 6 ପୋପନେଖପେ to prevail, 
the benefits will be reaped only by large-scale industriese 


The small-scale industries spread over the country and 


Agriculture, which is by far the most important sector of the 


A DE PPE MP POD OP DE Per EE PO TE NPR ee PD ETE POO Tc i 


economy, have iittle comnection with the organised money 
market. hile the benk rate was 53 peC. during the war and the 
Government could secure long-term loans at that rate, an 
agricultural borrower with first class securities was unable 


(11) 
than 6 per cent. The moneylenders' Acts passed in the differ- 


! 
to get a loun from a cooperative land mortgage bank at less 


ent provinces on the eve of the war permitted 9 pec. on 
secured and 12 pe.c. on unsecured loans. Actually exorbitant 


rates were charged by village’ money lenders, and verious 


devices were employed to circumvent the provisions of ‘these 
legislations. Needless to say, the rehabilitation needs 

of agriculture today are even greater- than they have been at 
any other time. Cheap money cannot play its role unless 


ogriculture and small-scale industries get its aid. It is 


iia ieee EE ST PEO EE Te rr ee 
(11) Eastern Economist. 4 2-7-46 + Pol6 
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desirable to improve credit facilities so that cheap money 
should percolate into the entire economy. 

The above considerations lead to the conclusion that in 
view of the inflationary pressure and the bottlenecks in 
production, any attempt to reduc: interest rates further is 
not likely to serve the nat ional intereats But neither will 
it be wise to reverse the achievements made during the “ar 
and make money dearer. There is, as the Governor of the 
Reserve Bank pointed ie fair degree of unanimity* 
against any reversal of the progress made during the war. The 
Governm:nt itself has contemplated to incur loans to finance 
a considerable part of its development schemes. hat is there~ 
fore necessary is thut the position as it emerged out of the 
war should be consolidated. Steps should be taken to percolate 
the stabilised rate of interest to all sectors of the economy, 
in order that it may play an effective role in the .iesired 
economic development. Jt should be organised as a normal 


peace-time arrangement to inspire confidence. 


OD TO NOOR OOOO OOOO OOO NATO O TOO OOOO OOOO OO AGO OO OOOO 
(12) Annual Reporte. Op.Cite Pelile 
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Financing Post-War Development 


The undeveloped character of the Indian economy was Aincreas~=~ 


ingly realised during the war, when the country was faced with 


enormous military requirements and acute shortage of consumer 
goods for the civilian population. The urgency of rapid developw=: 


ment after the war was fully appreciated. The scale of expendite- 


~ 


ure involved in financing the war and the proportion of national 
income devoted to this purpose impressed on the Government and the 


people the feasibility of pursuing a policy of rapidly building up 
(1) 


the economy after the war. The Government of India set about 


planning ahead for post-war development on a large scale. The 
objectives included improvements in agriculture, extension of 
communications and irrigation works, large-scale generation of 
electricity and creation of conditions for rapid industrialisation. 


Side by side it was also contemplated to promote social welfar 
by improved provision for education, health and housing. 
Public investment has thus been calculated to play a ls 

role in the post-war development, ‘The plan was drawn up Cp 
assumption that capital expenditure on electrio i 
irrigation and the like should be financed out of loans and i 
capital investment on social services out of tax. revenue, 2) , 


er ne 

(1) ‘The Finance Member, Sir Jeremy Raisman, presented the pi, 
as followsi!= "I have been dealing here with magnitudes ; 
in the perspective of Indian finance, and this, in iteelt, ns 
seems to provide a bridge between the limitations of ee 
and the larger future. Indian publie opinion, in etriw” 
to outline that future, is also thinking in figures ot oF 
order which would have frightened an older generation.” ag 
Budget Speech, 194/-45, Para.53. ” 

(2) Second Report on Reconstruction, Flannéng econetr 
mittee of the Council) 194A P.il. op 
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This is the orthodox principle of applying the criteria of 
private finance in the domain of public investment, Recurring 
exnenditure has, of course, to be met from revenue, but it cannot 
be laid down as a rigid rule that no capital expenditure on 
social services should be financed by loans. 'gelf=-liquidating' 
public investment can likewise be Financed from revenue if that 
happens to be the best method of obtaining resources in the 
particular circumstances. The principle enunciated by the 
government was dictated by narrow considerations of its own 
budget and ignored the implications of the éifferent financing 
methods on the entire economy. The Government budget is not 
something exclusively independent; Ait is part and parcel of 
the aggregate economic budget of the community. 

A close resemblance between war finance and the financing 
of large-scale development in a short period of time is that 
both of them involve great restriction on the consumption of the 
people. During a war, a large proportion of productive capacity 
As ewitched over to war industry and is not therefore available 
for the production of consumer goods. Development expenditure 
i1ikewise diverts a part of resources to the production of capital 
goods and reduces the supply of coneumable articles. The war- 
time experience provides lessons ae to what methods should be 
adopted to finance development expenditure and to what extent 
this expenditure should be incurred without creating dislocations 
and inflicting undue hardship on the people, 

The broad plan for development in India as formulated was 


to be worked out over a fifteen-year period; but the working 
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plan was drawn up for the first quinquennium.e It was at first 
tentatively aseumed that thie first instalment of the programme 
Would require a capital expenditure of 1000 crores. >’ When 
actual schemes were drawn up, the approximate costs of the 


different schemes for the five-year period were estimated at 


(4 
1300 crores. ) The capital expenditure was thus expected to 


amount to about 250 crores a year. In addition, large invest- 
ment was to be undertaken on private account, since industrial 


expansion was left almost entirely to private enterpriee: 2 


(3) Budget Speech 1944-45, Para.56. 
(4) The tentative eetimate of 1000 crores was presumably made on 
the basis of the price level of 19/43-=A/4 and the subsequent esti 
mate on the actual schemes, on that of 1045-46. The price level 
in the latter year was 5% higher than in 19/43=/A4. (See Chapter XII) 

The total cost of the Central and the provincial five-year 
plans (Rs. crores) i= | 

Central Provincial Total 


Productive schemes 336 210 5A 
Other schemes 183 566 749 
Total 519 776 1295 


(Report of the Advisory Planning Board, Dec. 1946, P.67) 


The Central and the provincial plans were co-ordinated with 
reference to the requirements of the country as a whole. The 
provincial governments were to finance their schemes to a large 
extent with the help of Central grante. 

The figures indicate only roughly the magnitude of the cost 
involved, After partition, the two Dominion Governments of India 
and Pakistan are determined to carry out their schemes of develop- 
ment. The total cost may be even greater than what is shown in 
the above estimate, 


(5) The original plan contemplated that the Government would 
operate only aircraft and fertiliser industries, (Report of 
the Advisory Board, 1046, P.67) 
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The annual development expenditure of the government along with 
the defence charges might easily emount to about 60 per cent 
of the war expenditure during the later stage of the wap 
Together with private investment, the total annual expenditure 

on defence and investment would be much larger. A large portion 
of the resources has therefore to be diverted from the production 
of consumer goods to capital investment. 

There is a fundamental difference between: the policies suite 
able for ‘excess-saving "' and ‘capitaleecarcity' countries with 
regard to the financing of public investment. In excess=saving 
countries, a major problem is the proper timing of public invest~- 
ment to maintain national income at full employment level, When 
a deficiency occurs in private spending, which leads to a dimin- 
ution in income and employment, it can be offset by increased 
government expenditure, The effects ‘of this expenditure depend 
very much on how it is financed, AIf it is financed by taxation, 
there is no direct contribution to income or employment, "Such 
public investment takes money out of some pockets and puts it 
in othere. Any secondary effect that it hae must depend on 
differences in the spending habits of those from whose pockets 
the money is taken and those into whose pockets it is pasa," (7? 
The policy becomes effective, if the public investment programme 
is deficit-financed, since the requisite funds are obtained with 

e annual. defence expenditure of India and Pakistan during 
the first five-year period may amount to about 200 crores. The 
budget estimate for 1947-48 for (undivided) India was 189 crores, 
The annual investment of 250 crores with the defence charges of 
200 crores would amount to A450 crores, The total war expenditure 


(British and Indien) in 1945-46 was 760 crores. 
{7) International Labour Conference, Report II, P.50. 
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the least curtailment of the existing volume of private con= 
sumption and investment, 

In contrast with the excess-=saving countries, the objective 
of public investment in capital=scarcity countries is primarily 
to add to the productive equipment of the economy. In such 
countries, the choice is between an immediate elevation of the 
standard of living within the existing productive capacity and 
a more rapid development of the capital structure 80 as to 
permit a higher standard of living at a later date, The objecte= 
ive is not one of generating a sufficient volume of total 
spending to providé jobs for all, but one of building an 
advanced capital structure to supply more productive employment. 
"The problem of reconstruction, in a physical sense, is the 
problem of the accumulation of physical capital at a more rapid 
" (8) 


rate than is normally achieved, During this period of 
development, scarcity of consumer goods is inevitable, 

Resources are to be purposely diverted to building up the 
capital equipment. Consumption has to be limited to the supply 
of goods consistent with the planned diversion of resources. 

For a considerable period, therefore, this scarcity and the 
accompanying threat of inflation must necessarily present a 
serious problem. Limitation of the effective demand to the 
iimited available supplies, so as to check inflationary pressure, 
has therefore to be a major task of economic policy. The 
magnitude of the development expenditure and the method of 
finance should be determined by these considerations. 


It may be argued that inflation brings about additional, 


(8) K.E. Boulding. ‘The Economics of Peace, P. 31. 
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though involuntary, savings by restricting consumption. As 
prices and total money incomes increase, the flow of savings 
becomes greater, since an increase in the proportion of real 
savings is the normal reaction to an expansion of money incomes, 
During the early stages after the war of 1914-18, inflation 

made a substantial contribution to the financing of reconstruction 
in Europe, (2? But this is possible only for a while, The 
success of inflation as an instrument of capital formation 
depends largely on the degree to which the rise in prices is 
unforeseen or unexpected, When the process continues and the 
people become aware of the trend, they accelerate their 
purchases and there occurs an abrupt decline in the willingness 
to sive 10? In India, inflation proceeded very far during the 
war and another heavy doge is likely to create chaos, To rely 
on inflation to ‘force* additional savings for development 
expenditure may defeat the purpose, 

Development schemes have to be financed by taxation and/or 
savings. If sufficient curtailment of consumption ils effected 
by increased spontaneous savings, the financing difficulty is 
correspondingly reduced, After the heavily restricted 
consumption during the war, it is very unlikely that individuals 
will voluntarily reduce their consumption during the period of 
projected development, In any case, voluntary savings will be 
exceedingly inadequate for the large-scale development programme. 


Consumption has to be curtailed; but if thie is done through 


5) The Course and Control of Inflation (League of Nations) 


1946, P.6. 
(10) Ibia, Pe7. 


Digitized by PPRACHIN, SOA 


~706- 


inflation, the necessary sacrifice is imposed in a haphazard 
and inequitable manner. It is obviously necessary that 
taxation should be maintained at a high level. 

Aseessing, in 1944, the post-war budgetary position of the 
Central Government, the finance member visualised that after one 
or two years of deficits, revenue’ surpluses would emerge rising 


in the fourth or fifth year to the order of 100 crores a year, (12) 


In February, 1947, it was stated that the prospects were legs 


12 
Hopeful, ) If so, there was no need for haste in giving tax 


(13) 


reliefs, For their development schemes, the provincial 


governments were expected to raise 193 crores (i.e. about 40 


crores a year) from their own resources, (14) If the ‘new taxes" 


found successful during the war are fully utilised, it should be 
(15) 


possible to raise the necessary amount by taxation, It is 


essential to realise that a large part of the development 
expenditure should be financed through budget surpluses, It is 
exceedingly unwise to slacken any efforts to maintain high 


taxation. 


11 udget Speech, 1944-45, Para.50,. 

{12) Mr. Liaquat Ali Khan, in his budget speech for 1947-48, 
said that the assumption on which the probablg surpluses 
were estimated had not been realised, and small surpluses 
would accrue during the quinquennium, (Buaget Speech, 
1947-48, Para.33). 

The unfortunate developments after partition made the 
prospects even less hopeful, 

(13) a was abolished in 1946-47 and the salt tax in 
1947- ୮] 

(14) Report of the Advisory Planning Board, P.71. 

(15) ‘The contemplated introduction of liquor prohibition was, 
4n the circumstances, a retrograde move. 
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When the cost of development was first thought to amount to 
1000 crores, it was broadly assumed that approximately half of 
it would be available from revenue surpluses and half from ର 
The Finance Member visualised that if "all-out borrowing 
continued in accordance with the techniques developed during the 
war, 1t would be easy to secure the necegsary loan finance, (17? 
But it was not estimated what the amount of voluntary savings 
would be, and loans in sxcess of savings are inflationary 
financing. Actually the estimated cost of development was 
increased to 1300 crores, and revenue surpluses have not come 
up to expectations, Voluntary savings were found to be utterly 
inadequate to meet the enormous war demands, and the development 
demands are also very large in magnitude, 

In view of the level of taxation and inadequate voluntary 
savings, large development expenditure along with private 


18) 


investment will inevitably lead to heavy inflationary BEeABURE, 


Enormous war expenditure inflicted acute privations on the masses. 
In consideration of thie, it may be desirable to reduce the tempo 
of the investment programme. It will also be necessary to 
continue economic controls to ensure the distribution of the 


1imited goods as fairly as practicable, Private investment 


~ 


needs regulation in accordance with a planned scheme of priorities 


he food position in India continues to be unsatisfactory. mMNo 
eerste PPE PO Dare re Nee 


(16) Second Report, Op. Cit., P.16. 
(17) Budget Speech, 1944-45, Para. 56. 

§5 Large reconstruction expenditure with inadequate taxation 
led to disastrous inflation in Europe after the war of 
1914-18. 

a and Control of Inflation, Op. Cit., Chapter I, 
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plan of development can be carried out unless the requisite 
essential food materials are available, Shortage of food has 
further special bearings in pushing up prices all round, (2? 
For the world as a whole, food supply is not likely to be 
(20) 


€ncouraging for some time to comé€. Large imports cannot 
therefore be counted upon. It is theref6re necessary that 
increased food production should receive adequate consideration 
along with the building up of productive equipment, 

The need for rapid development of the Indian economy is 
unquestionable, But the Government ghould profit from the ware 
time experiences and adjust itg economic and financial policy 
according to the post-war conditions, First, taxation should be 
maintained at a high level. Second, the development programme 
may, to some extent, have to be slowed down. Third, increased 
food production should form an essential part of the programme, 
Fourth, economic controls should be continued during the phase 
of development. Rapid development on a large scale must 


necessarily impose large-scale sacrifice on the people, but the 


gacrifice should be consistent with their capacity. 


iirc aioe oie etree i Ce Po Pa ee SER ree Oe eT Oe 


(19) See Ohapter XII, 
(20) Economic Report 1945-47 (United Nations) Part III, Ch. I. 
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